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Estate planning continues to occupy 
a position of great importance in the 
affairs of men, and though you cannot 
“take it with you,” an aim in life seems 
to be to have something to say about 
who gets it when you leave it. An 
outstanding expert on estate planning, 
Edward N. Polisher, explains the 
current importance of planning one’s 
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Another well-known expert, Paul D. 
Seghers, offers practical advice on the 
preparation of protests and 


claims for 
refund. Rn 
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Double Taxation Relief 
Sir: 


The excellent article by Messrs. Gilpin 
and Wells on International Double Taxa- 
tion in your January issue makes it clear 
that the United States taxpayers receive 
little relief from the tax conventions to 
which the nation is a party. Its citizens 
remain subject to United States taxes upon 
the entire income, including the income 
subject to tax in the foreign state, which 
the United States attempts to justify on the 
theory that double taxation is prevented 
by credit which it grants for income taxes 
paid to the foreign country. 

The relief provided by that credit under 
Section 131 (f) of the Code is limited to 
those cases in which the parent corporation 
owns a majority of the voting stock of the 
foreign subsidiary. Such ownership does 
not always prevail. In fact, in these days 
of rampant nationalism, it is customary to 
provide participation by associates from the 
nationals of the foreign country, and where 
development of natural resources is in- 
volved, it is frequently required that con- 
trol of the foreign affiliate be vested either 
in the foreign government or its nationals. 
Furthermore, when risks involved in ex- 
ploration ventures include, as they do these 
days, the hazards not only of the physical 
results, but also the question of stability 
of exchange and of the foreign govern- 
ments themselves, it is frequently advisable 
to share the risk among one or more asso- 
ciates in this country. 

The result is that no citizen of the United 
States owns a majority of the voting stock 
of the foreign affiliate and no relief is avail- 
able under the Code section. 

If domestic capital must be encouraged 
to carry out development of foreign natural 
resources and further the President’s Point 
IV Program, one of the most effective 
ways to bring this about would be to amend 
Section 131 (f) of the Code to eliminate 
the requirement of ownership of a majority 


of the voting stock of the foreign af 
as a prerequisite to credit for foreign 1 
If this could be accomplished, it would 
vide concrete encouragement to capital ve 
ing in development of foreign enterp 

CARROLL S 
New YorkK 


More High Blood Pressure 


over Deductions 
Sir: 


Kuhn’s letter on page 1026 of the De 
ber issue of TAXES is a challenge \ 
I cannot overlook. 

When the first income tax law of 
was enacted I was in college. The prof 
of public finance, whose course I 
taking, obtained copies of the statute 
a commentary thereon, and had the 
spend nearly a month studying and discuss- 
ing them. My memory, after thirty-six 
years, may be imperfect. But as far as I 
can recall, even at that time, the phrase 
which gives Kuhn high blood pressure 
(“Deductions are a matter of legislative 
grace.”’) was used. 

The Sixteenth Amendment gives Con- 
gress the power to tax income from what- 
ever source derived. Nothing but political 
considerations has prevented Congress from 
taxing interest on municipal bonds. Even 
Kuhn must recall how Graves et al. v. 
O’Keefe upset the idea that salaries were 
mutually exempt. If he doesn’t, let him 
read the first three chapters in George Alt- 
man’s text. 

What Congress may not do is tax capital. 
The many volumes of ustc are full of 
cases deciding what, under the facts, is or 
is not capital. But no matter how much 
taxpayers complain, deductions are, and will 
remain, a matter for Congress to allow or 
disallow. Perhaps, if more taxpayers would 
complain more loudly, more liberal deduc- 
tions would be permitted. The law needs 
clarification. But considering the way 

(Continued on page 174) 
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Tax=-Wise 


Easy-Method Tax Charts 


The chart on the following two pages— 
submitted by Ludwig B. Prosnitz, a New 
York CPA—serves as a general guide and 
as a calculator for combined federal and 
New York State taxes on both community 
and individual bases. The chart on pages 
144-145 is a rapid calculator for computing 
federal income tax of individuals on either 
a separate or joint return for 1949 income. 
Its efficiency stems from the fact that it 
eliminates multiplication, using only addi- 
tion. Other income data, pertaining to in- 
dividual states, appears on pages 146-147. 

The following are explanatory notes to 


the chart on combined federal and New 
York State taxes: 
















(A) Net taxable income categories herein 
are based upon changes in surtax brackets 
and rate reductions embodied in the Revenue 
Act of 1948. 


(B) Exact tax may be calculated on any 
amount of net income. For example, as- 
sume it is desired to ascertain amount of 
federal income tax of a married individual 
whose net income is $39,500 after personal 
exemptions have been deducted. 













































The chart indicates that tax 
(community basis) on net in- 
come of $38,000 is.......... $11,804.80 

and that “rate on excess” on net 
income between $38,000 and 
$40,000 is 46.64 per cent. 

Therefore, tax on $1,500 excess 
at 46.64 per cent is..... 



























699.60 











Bx ac eg $12,504.40 


Tax applicable to single individual may 
be similarly calculated and on net income 


and total federal tax is 




















* Extra exemption of $600 is allowed for tax- 
layer or spouse reaching the age of sixty-five 
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Taxes... 
Tax People... 
Things Taxed... 


of $39,500 would amount to $17,047.60. 
Likewise, the New York State tax on net 
income of $39,500 would be $2,263.50. 

(C) “Net taxable income” after personal 
exemptions and credit for dependents have 
been deducted as follows: 


New York 
Federal* State 
Married person or head 
of family .......... $600 $2,500 
Credit for spouse..... 600 
Single person ..... . 600 1,000 
Credit for each de- 
pendent ......... . 600 400 


(D) Average-rate per cent shows what 
percentage of taxpayer’s net taxable income 
is absorbed by the respective taxes. 

(E) Assumes filing of joint return in be- 
half of husband and wife. Calculated by 
dividing “net taxable income” in half after 
deducting personal exemptions, applying 
rates of Revenue Act of 1948 and multiply- 
ing result by two. 

(F) Calculated by applying rates of Reve- 
nue Act of 1948. 

(G) New York State tax reflects reduc- 
tion of ten per cent authorized by the leg- 
islature for 1949. 

(H) Total federal and New York State 
tax on “community” and “individual” bases 
respectively. 

(I) Maximum alternative tax of twenty- 
five per cent (fifty per cent of fifty per cent) 
on long-term capital gains may be applied 
on “individual” incomes in excess of $22,000 
and “community” incomes in excess of 
$44,000. 

(J) Percentage reductions allowed by 
Revenue Act of 1948, changed at this point. 


and additional exemption of $600 is allowed if 
taxpayer or spouse is blind. 
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Government Acts 
on CPA's Suggestion 


Last year, you may remember, taxpayers 
were required to affix the corporate seal on 
the old Form 1120 in a place which was 
awkward to use. Ernest O’Brien, the 
New York CPA, called this to the attention 
of the Commissioner. On the new Form 
1120 the space is relocated so that it is 
easier to affix the corporate seal. 


The Calculus State 


Perhaps the reason the Welfare State is 
so difficult to understand is that calculus is 
difficult, but when we remedy this small 
deficiency in our mathematical knowledge, 
it will probably appear different. We shall 
be forced to become better acquainted with 
higher mathematics if a certain tax bill (H. 
R. 6453) ever gets White House approval, 
which doesn’t seem likely at present. The 
author will need more votes in Congress 
than he has now. This making a revenue bill 
depend upon a knowledge of calculus may 
be a good argument against sending lawyers 
to Congress. Our representatives should be 
mathematicians. 


The bill is called the Prosperity Tax Act. 
That is a good title because everybody likes 
a little prosperity, that is, a little more than 
he has. Don’t know but what the title alone 
will get my vote. 


The Preamble begins: “A bill to equalize 
taxes, provide adequate social security bene- 
fits for all American citizens ....” This 
is an appeal to the older voters. 


Next, the Preamble states: “To solve 
both the wage and pension problems... .” 
Sounds like a dastardly attempt to eliminate 
John L. Lewis, and this will probably get 
some votes too. 


“To untax private enterprise ....” That’s 
the clincher. Even Mr. Hoover never dared 
go that far in his economy program. 


“To provide incentive for government em- 
ployees to raise their efficiency and reduce 
the cost of Government.” This is a won- 
derful idea. Why didn’t.some one think of 
it before? Over two million people on the 
federal payroll, and no incentive to be 
efficient or reduce the cost of government. 
I guess the old appeals like patriotism and 
the natural desire to better one’s self do 
not find place in the conscience of the gov- 
ernment employees. 


“To collect enough revenue to balance the 
budget and retire the national debt... .” 
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Sounds like an appeal for administration 
support. 


“To correct the two basic faults of cap- 
italism and remove the cause of socialism 
.’ The Russians certainly won’t like 
this, and it may touch off a wave of sabotage. 


These are the main points of the Preamble 
of the bill. The bill itself provides for a tax 
on idle cash—which won’t bother about 
ninety per cent of us—and it also makes 
provision for its operation with formulae 
like this one: 


B=Birth 
in which: D=Death 

S=Skill 

T=Time. 


D 
Life as cpitl= f S dT 
B 


If this bill ever becomes law, it will just 
about do away with everything, even Con- 
gress itself, for what other law need ever be 
passed? Fortunately, there is no provision 
in the bill for the elimination of tax experts, 
so I guess we are safe. But if we ever learn 
calculus and become so proficient that we 
can apply it to 1040’s and 1120’s, look out— 
that may be our own undoing. 


Out-of-State Dealer Collects 
Florida Use Tax 


The Florida use tax applies to out-of-state 
sellers even though their only activity in the 
State of Florida is the solicitation of orders by 
salesmen operating from and reporting to of- 
fices located outside the state. Even though the 
burden of this tax rests ultimately upon the 
purchaser, out-of-state dealers should obtain 
a dealer’s certificate, collect the tax from 
those to whom they ship tangible personal 
property for use in Florida, and remit the 
tax monthly on the forms furnished by the 
Comptroller. (Letter from the State Comp- 
troller to Commerce Clearing House, Inc., 
December 20, 1949.) 


What a Difference $2.50 Makes! 


In the Rives opinion, the energetic minor 
son was claimed as a dependent, and the 
issue was whether his income from his work 
as delivery boy for a drug store, and his 
income from a newspaper route had earned 
him over $500 within the year. The Tax 
Court determined that he earned $500.37, 
but the court allowed a deduction of $2.50 
for repair of the bicycle, which made his net 
earnings $497.87. Then the Commissioner 
and the Tax Court conceded that his parents 
were entitled to the dependency credit. (Tax 
Court Memorandum Opinion § 7221(M)). 


(Continued on page 143) 
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Vincent J. Heffernan .. . 
President's Tax Message 


Washington Tax Talk 








Our Cover 


Vincent J. Heffernan, who recently suc- 
ceeded George E. Adams as head of the 
Legislation and Regulations Division, Office 
of the Chief Counsel, Bureau of Internal 
Revenue, brings to his new post a broad 
background in federal taxation. 

Mr. Heffernan, born and raised in Mil- 
bank, South Dakota, received his under- 
graduate education at Valparaiso University, 
graduating in 1916 with a B. S. degree. 


After an interruption in graduate studies, . 


due to service in the field artillery in World 
War I, he was graduated from the Univer- 
sity of Chicago in 1921 with a Ph. B. degree, 
and from the University of Chicago Law 
School in 1922 with a J. D. degree. That 
same year, he was admitted to the bar of 
the State of Illinois and started his legal 
career as a law clerk with the firm of 
Hopkins, Starr and Hopkins, of Chicago. 
3y 1925, he had developed a tax law special- 
ization, and, in April of that year, was ap- 
pointed to the staff of the then Solicitor of 
Internal Revenue. During the next four 
and a half years he served in both the In- 
terpretative and Appeals Divisions, and by 
1928 had been placed in charge of appellate 
court matters for the Appeals Division. 

In 1929 Mr. Heffernan resigned from the 
tax service and returned to private law 
practice in Chicago until 1936, when he re- 
entered the service in the newly formed Legis- 
lation and Regulations Division of the Office 
of the Chief Counsel. From December, 
1939, he has served as Assistant Head of 
that division until January, 1950, when he took 
charge on retirement of George E. Adams. 

In his work in the Legislation and Regu- 
lations Division, Mr. Heffernan has had a 
prominent part in the drafting of all inter- 
nal revenue legislation and regulations since 
the Revenue Act of 1936. He is a recognized 
authority in a number of the more difficult 
fields of federal taxation, and has lectured 
on taxes in the law schools of the University 
of Chicago and of Catholic University. 


Washington Tax Talk 





President's Message 


On Monday, January 23, in his message 
on the administration’s tax policy for 1950, 
President Truman recommended reduction 
in certain excise taxes but asked for legisla- 
tion which would replace this loss of reve- 
nue. The increases recommended would be 
in estate and gift taxes and a “moderate” 
increase in the rate for corporate income 
over $50,000. This rate would be made the 
same for corporations with income of 
$25,000-$50,000. Unspecified reductions were 
recommended in taxes on transport of per- 
sons and property, long distance telephone 
and telegraph messages and “the entire 
group of retail excises, including toilet prep- 
arations, luggage and handbags.” 


Congress 


New Tax Bills Are Introduced.—It is 
expected that a record number of 600 new 
laws and resolutions may be added to the 
mass of federal statutes now in effect by the 
Second Session of the Eighty-first Congress. 

This figure, based on projections of sta- 
tistics on introductions and enactments at 
recent sessions, will come from approxi- 
mately 15,630 introductions, including the 
avalanche of 10,628 bills and resolutions still 
hanging over from the first session. Only 440 
of these bills were enacted into law last year. 

Among the 5,002 propositions expected 
to be introduced during the current session, 
some will be entirely new, while others will 
be revised texts of measures introduced in 
the first session. 

Somewhere among the newly introduced 
Second Session measures are the following 
tax bills: 

H. R. 6534: A bill to repeal the excise tax 
on telegraph, telephone, radio and cable 
facilities. Introduced by John D. Dingell, 
Michigan, Democrat, January 3. 

H. R. 6544: A bill to provide that the tax 
on admissions shall not apply to admissions 
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to a moving-picture theatre. Introduced by 
L. Gary Clemente, New York, Democrat, 
January 3. 


H. R. 6545: A bill to repeal the excise tax 
on jewelry, furs, luggage, toilet preparations 
and transportation of persons, and to termi- 
nate the war taxes on admissions, telephone 
and telegraph. Introduced by Harry J. Daven- 
port, Pennsylvania, Democrat, January 3. 


H. R. 6549: A bill to repeal taxes on 
transportation of persons and property. 


H. R. 6550: A bill to repeal excise taxes 
on electric light bulbs, toilet preparations, 
purses, handbags, wallets and toilet cases 
and to terminate war taxes on furs and 
jewelry. Introduced by Russell V. Mack, 
Washington, Republican, January 3. 


H. R. 6563: A bill to provide for incen- 
tives, increased production and employment 
through reduction in war taxes. Introduced 
by Daniel A. Reed, New York, Republican, 
January 3. 

H. R. 6571: A bill to repeal Alaska rail- 
road taxes. Introduced by Edward L. Bartlett, 
delegate, Alaska, Democrat, January 3. 


H. R. 6636: A bill to repeal the trans- 
portation tax on persons. Introduced by 
Hubert B. Scudder, California, Republican, 
January 6. 


H. R. 6641: A bill to reduce or repeal 
certain excise taxes. Introduced by Stephen 
M. Young, Ohio Democrat, January 6. 

H. R. 6723: A bill to eliminate the manu- 
facturer’s excise tax on certain tires used on 
children’s toys and wheel goods, and to elimi- 
nate the application to children’s sleds and 
playthings of the manufacturer’s excise tax 
on sporting goods. Introduced by Albert S. 
Camp, Georgia, Democrat, January 12. 


H. R. 6727: A bill to provide for the 
deduction and credit of contribution or sub- 
scription charges to certain prepayment 
health service plans for the purposes of the 
federal income tax, and for other purposes. 
Introduced by Kenneth B. Keating, New 
York, Republican, January 12. 


H. R. 6767: A bill to exempt from any 
excise tax admissions to activities of ele- 
mentary and secondary schools and amateur 
athletic contests. Introduced by Francis 
Case, South Dakota, Republican, January 16. 


H. R. 6771: A bill to increase from $600 
to $750 the income tax exemptions of an 
individual taxpayer for himself and for his 
spouse or other first dependent, and to in- 
crease the amount of credit for a dependent 
from $600 to $750. Introduced by James J. 
Delaney, New York, Democrat, January 16. 


H. R. 6773: A bill to amend the Internal 
Revenue Code by increasing the excise tax 
on imported crude petroleum derivatives. 
Introduced by Ed Gossett, Texas, Democrat, 
January 16. 


Oleo Tax Repealed.—Wednesday, Janu- 
ary 18, the Senate, by a vote of 56 to 16, 
repealed the tax on oleo, after defeating 
efforts to attach excise tax cuts and civil 
rights riders to the measure. The excise 
tax rider, sponsored by Senator Butler, 
Nebraska, Republican, was defeated by a 
vote of 43 to 32. It called for a return to 
the 1942 rates on such things as jewelry, 
furs, cosmetics, telephone and transporta- 
tion of persons. It also would have wiped out 
the three per cent tax on freight transporta- 
tion. The excise tax cut was rejected Tues- 
day, January 17, by a vote of 48 to 37, when 
it was presented tied to a dairy state substi- 
tute for the house-passed oleo repealer. The 
substitute would have banned interstate 
shipment of colored oleo. 


Supreme Court 


Court Affirms Cumberland and Reo 
Cases.—In U. S. v. Cumberland Public Serv- 
ice Company, 50-1 ustc J 9129, the Court held 
that the Court Holding Company doctrine 


(imputed corporate tax liability for gain on 
stockholder sale of liquidated assets) does 
not apply where the sale, pursuant to pre- 
dissolution negotiations, is consummated by 
the stockholders on their own behalf. Whether 
the sale is in fact made by the stockholders, 
rather than by the corporation with the 
stockholders serving as a “mere conduit” is 
a question of fact in the determination of 
which a tax-avoidance motive is not con- 
clusive. The foregoing rule may represent 
a departure from a series of Tax Court cases 
indicating that corporate tax liability results 
in any event as long as the corporation owns 
the assets at the time of the negotiations. 

In Reo Motors, Inc. v. Commissioner, 50-1 
uSsTC J 9130, it was decided a net operating 
loss must be computed under the tax laws 
applicable to the year in which the loss was 
sustained, rather than under the laws in 
effect during the year to which the loss 
is carried. Therefore, a 1941 loss on sale 
of an affiliate’s stock did not become an 
ordinary (rather than capital) loss under 
Code Section 23 (g) (4), as added effective 
for 1942, for the purpose of computing a 
net operating loss carry-over to 1942. The 
Court was affirming the Sixth Circuit and 
the Tax Court. 

(Continued on page 142) 
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DIVORCE and GIFT TAXES 


By L. WILLIAM SEIDMAN 


COULD IT BE— THAT WE WILL NOW HAVE THE TAX MARRIAGE? 


f ieccen BREAKUP of a family combines _ 


two of society’s most troublesome prob- 
lems: divorce and taxes. The tax problems 
raised by divorce continue to multiply 
almost as fast as the divorce rate itself. 
A divorce settlement introduces compli- 
cated tax questions both in the field of gift 
tax and in the field of income tax.’ The 
discussion here will be limited to some of 
the problems in the gift tax field raised by 
the Treasury Regulations and recent court 
decisions. 

The basic question is one of deciding 
whether any part of the payment made in 
accordance with the divorce settlement is 
to be considered a gift. More precisely, the 
question is one of determining whether pay- 
ments made to a wife in a divorce which 
are in excess of the value of her support 
rights constitute taxable gifts.* Three pos- 
sible approaches to an answer are indicated 
by the authorities. 

E. T. 19, 1946-2 CB 166, provides: 

“Transfers of property pursuant to an 
agreement incident to divorce or legal 
separation are not made for an adequate 
and full consideration in money or money’s 
worth to the extent that they are made in 
consideration of a relinquishment or promised 


1Income tax questions are centered on Code 
Sections 22 (k) and 23 (u). See Kramer, ‘‘Ali- 
mony and the Tax Law,’’ TAxES—The Tax Maga- 
zine, December, 1948, p. 1105. 

2 Code Section 1002. 

8In order to aid clarity, the husband will 
always be considered as the one making pay- 
ments to the wife in the divorce settlement. 
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relinquishment of dower, curtesy, or of a 
statutory estate created in lieu of dower 


_ or curtesy, or other marital rights in the 


transferor’s property or estate; to the extent 
that the transfers are made in satisfaction 
of support rights the transfers are held to 
be for an adequate and full consideration. 
The value of relinquished support rights 
shall be ascertained on the basis of the facts 
and circumstances of each individual case.” 

The Treasury’s position is bottomed on a 
correlation of gift and estate taxes.* It con- 
siders that the gift tax was intended as a 
levy on the transfer of property which, had 
it not been transferred by gift, would have 
been subject to estate taxes. Applying this 
premise to divorce settlements, it holds that 
payments for support are not subject to gift 
tax because the sums paid by the husband 
during his lifetime could not be part of his 
estate. However, any amount in excess of 
the value of support rights should be con- 
sidered a gift because it would have consti- 
tuted a part of the husband’s estate at 
his death. 

E. T. 19 cites Section 812 (b), the specific 
provision in the estate tax statute to the 
effect that release of inheritance rights is 
not valuable consideration. It goes on to 


4Sanford Estate v. Commissioner, 39-2 vustc 
{ 9745, 308 U. S. 39. ‘The gift tax was supple- 
mentary to the estate tax. The two are in pari 
materia and must be construed together.’ 
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point out that the Supreme Court has inter- 
preted a like provision into the gift tax law.* 
In most cases, payments in accordance with 
divorce settlements which are in excess of 
the wife’s value of support rights are made 
in order to obtain a release of the wife’s in- 
heritance rights in the husband’s estate. 
The conclusion reached is that payments for 
the release of inheritance rights would be 
taxed in the estate of the husband and thus, 
under the correlation argument, a similar 
payment in accordance with a divorce de- 
cree should be taxed as a gift. 


The case of Commissioner v. Barnard Es- 
tate, 49-2 ustc 7 10,729, 176 F. (2d) 233, 
is the first decision to sustain the Treasury’s 
point of view (though for some unknown 
reason E. T. 19 is not mentioned in the 
decision). The facts were as follows: 


Mrs. Barnard paid her husband $50,000 
under a separation agreement which pro- 
vided that Mr. Barnard release all rights 
to her estate. She orally promised to pay 
him an additional $50,000 upon divorce, and 
did pay him that amount after the decree 
was obtained. The divorce decree incor- 
porated the written contract but not the oral 
agreement. The United States Court of 
Appeals for the Second Circuit held (Judge 
Clark for the court) that the entire $100,000 
paid was taxable as a gift. As the wife had 
no obligation to support her husband, the 
value of support rights was not involved. 
The reasoning of the court closely follows 
that of the Treasury in E. T. 19. The 
requirement of correlating estate and gift 
taxes was uppermost in the mind of the 
court. The following indicates the court’s 
position: 

5 Commissioner v. Wemyss, 45-1 ustc {J 10,179, 
324 U. S. 303; Merrill v. Fahs, 45-1 usrc { 10,108, 
324 U. S. 308. 

More specifically, the rule is that release of 


marital rights is not valuable consideration. It 
has been held that support rights are a marital 
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“The court [the supreme court in Merrill 
v. Fahs, supra] pointed out that since the 
gift tax statutes were designed to prevent 
tax avoidance by settlements in advance of 
death, they must be read together with the 
related provisions of the estate tax. San- 
ford’s Estate vs. Comm. . . . And since re- 
linquishment of marital rights is not ‘adequate 
and full consideration for estate tax pur- 
poses, it should not be for gift tax purposes’.” 


In the Merrill case, to which the Second 
Circuit referred in the above quotation, an 
antenuptial agreement was involved; and the 
Circuit Court compared the situation to that 
in the Barnard case in the following manner : 


“The [Barnard] executor argues that the 
Merrill case can be distinguished because 
the transaction there involved was ante- 
nuptial, rather than a separation agreement. 
But the amount that Mrs. Merrill would 
have received at Merrill’s death would have 
been taxed to his estate before she received 
it, just as the amount that Barnard would 
have received at Mrs. Barnard’s death by 
marital right would have been taxed to the 
estate before he received it. That is, the 
gap in the revenue laws which the gift tax 
was designed to fill is just as apparent in 
the one situation as the other; and if the 
two taxes are to be construed together har- 
moniously in the one case, they certainly 
should be in the other.” (Italics supplied.) 


In reaching its decision the court consid- 
ered the effects of the Gift Tax Regulations, 
which define transfers for a consideration 
in money or money’s worth. It was the 
contention of the taxpayer that a proper 
interpretation of this section of the Regula- 
tions would free her from tax liability. The 


right. Meyer Estate v. Commissioner, 40-1 ustc 
f 9313, 110 F. 367; cert. den. 310 U. S. 651. 
As E. T. 19 allows the release of support rights 
as a valuable consideration, it provides that the 
Meyer case will not be followed and that support 
rights are not a marital right. 


February, 1950 e TAX ES—The Tax Magazine 








errill 
> the 
event 
ce of 
h the 
San- 
-e re- 
quate 
pur- 
yses’.” 
econd 
yn, an 
id the 


9 that 
nner : 


at the 
cause 
ante- 
-ment. 
would 
1 have 
ceived 
would 
ith by 
to the 
is, the 
ift tax 
rent in 
if the 
er har- 
rtainly 
yplied.) 


consid- 
lations, 
eration 
vas the 
proper 
Regula- 
y. The 
10-1 usTC 
S. 651. 
rt rights 


that the 
support 


agazine 








Regulations provide that a “sale, exchange, 
or other transfer of property made in the 
ordinary course of business (a transaction 
which is bona fide, at arm’s length, and 
free from any donative intent), will be con- 
sidered as made for an adequate and full 
consideration in money or money’s worth.” ® 
As the transaction in the Barnard case was 
clearly free from any donative intent, the 
taxpayer’s argument was that the transfer 
was made for an adequate consideration and 
so was not a gift. 


The Barnard decision interprets the Regu- 
lations as providing that there may be a 
gift where there is no donative intent. In 
this case, the transfer was held to be a gift 
because the value of the thing “sold” ex- 
ceeded the consideration given, in that the 
relinquishment of marital rights is not 
adequate consideration. The settlement 
contract was not within the exception of 
“transfers of property within the ordinary 
course of business,” even though it was 
“bona fide, at arm’s length, and without 
donative intent.” The court found that the 
apparent definition of transfers in the ordi- 


nary course of business is not a definition - 


at all, because “to so construe the juxtaposi- 
tion would frustrate the sense of the first 
sentence in the regulation and destroy the 
principle underlying the statutory section 
being interpreted.” In addition, the court 
stated that it borders on the fanciful to con- 
sider any marital agreements to be in the 
ordinary course of business. 


The latter ground finds support in the 
Supreme Court decision in Merrill v. Fahs, 
supra. In a footnote to that decision, the 
Court stated that it would not interpret the 
regulation because it was inapplicable to the 
marital transactions before the Court. Mr. 
Justice Frankfurter indicated that it would 
be a “strange use of English” if marital 


agreements were considered to be in the 
ordinary course of business. 


Converse Case 


A different approach to the problem of 
the gift tax as it is related to divorce set- 
tlements was taken by the same Circuit 


Court in its previous decision in Commis- 
sioner v, Converse, 47-2 ustc { 10,567, 163 
F, (2d) 133. In the Converse case the par- 
ties had signed a separation agreement 
calling for monthly alimony payment. At 
the divorce trial, the husband appeared and 
asked that the court decree a lump-sum set- 
tlement. After contest, the court decreed such 
a lump-sum settlement. When this payment 
was attacked as a gift, the Second Circuit 
held that any amount paid in accordance 
with the divorce decree was payment “of a 
liquidated debt created by the judgment, 
and the discharge thereby of the respond- 
ent’s obligation to pay for that debt was an 
adequate consideration in money or money’s 
worth for the transfer.” From this has 
come the contention that any settlement in- 
corporated in a divorce decree does not 
involve a gift. The reasoning behind the 
decision in the particular case seems to be 
twofold: First, the judgment was the result 
of actual controversy; and this showed the 
lack of any donative intent. Second, any 
payment made to fulfill a judgment con- 
tested in good faith cannot be a gift. 


If this analysis is correct, the decision ap- 
pears to be basically in conflict with Com- 
missioner v. Barnard Estate. The Barnard 
case distinguished the prior Converse deci- 
sion on a purely technical ground. The 
court pointed out that the Barnards had 
made a settlement agreement which was 
later incorporated into a divorce decree, 
while the settlement obligations in the 
Converse case arose directly from the litiga- 
tion and decree in the divorce court. Such 
a technicality seems irrelevant if correla- 
tion of estate and gift taxes is the aim 
of the court. 


Finally, the Barnard decision commented 
that the Converse case had been cited “be- 
yond its scope.” It is evident that the 
Converse case had a very narrow “scope,” 
in the light of the way the Second Circuit 
reinterpreted it in the Barnard decision. 





Tax Court Position 


Tax Court decisions show a third ap- 
proach to divorce settlement gift tax ques- 





® Regulations 108, Section 86.8: ‘‘Transfers 
for a consideration in money or money's worth. 
—tTransfers reached by the statute are not con- 
fined to those only which, being without a 
valuable consideration, accord with the common 
law concept of gifts, but embrace as well sales, 
exchanges, and other dispositions of property for 
a consideration in money or money’s worth to 
the extent that the value of the property trans- 
ferred by the donor exceeds the value of the 
consideration given therefor. However, a sale, 
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exchange, or other transfer of property made in 
the ordinary course of business (a transaction 
which is bona fide, at arm’s length, and free 
from any donative intent), will be considered 
as made for an adequate and full consideration 
in money or money’s worth. A consideration 
not reducible to a money value, as love and 
affection, promise of marriage, etc., is to be 
wholly disregarded, and the entire value of the 
property transferred constitutes the amount of 
the gift.’’ 
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tions.’ That court’s position is clearly one 
of looking for donative intent before assess- 
ing a gift tax, in contrast to the disregard 
of intent shown by the Second Circuit in 
the Barnard case. In Norman Taurog, CCH 
Dec. 16,729, 11 TC 1016, the Tax Court said: 


“It would be unreasonable, we think, to 
say, where, as here, a husband and wife had 
come to the parting of the ways and had 
separated and after prolonged negotiations 
had arrived at a property division in which 
the wife was to receive one-half of the com- 
munity property, which property she was 
entitled to receive under the laws of Cali- 
fornia and which division of property was 
to be embodied in the divorce decree and 
was in fact made a part of the decree, that 
the husband was thereby making a gift to 
his wife of the property which was trans- 
ferred to her. We, therefore, hold 
that the division of community property 
which took place between petitioner and his 
wife in an arm’s length agreement which was 
madea part of the divorce decree, was made 
pursuant to and in discharge of an obliga- 
tion imposed by the judgment of- divorce 
and was for an adequate and full consid- 
eration in money or money’s worth and, 
therefore, was not a gift.”* (Italics supplied.) 


The court has said of E. T. 19: 


“For reasons not clear to us, E. T. 19 
excepts support and maintenance from mari- 
tal rights, the release of which does not 
constitute full and adequate consideration. 
We deem the ruling invalid in so far as it 
does not also except transfers made to settle 
presently enforceable claims.” ® 


However, the court also has declined to 
follow the broad wording of the Converse 
case—that is, that al] decrees create a debt 
and prevent a_ gift. Thus, the Tax 
Court stated: 


“However, if it [the Converse decision] 
means that no payment in liquidation of a 
judgment is a taxable gift within Sec- 


tion 1002, then this Court disagrees 
and declines to follow that opinion.” ”° 


The court will not allow a divorce decree 
to disguise an actual gift. But where lack 
of donative intent is clear, the court does 
follow the general reasoning of the Converse 


7 Herbert Jones, CCH Dec. 13,224, 1 TC 1207; 
William Barclay Harding, CCH Dec. 16,732, 11 
TC 1051; Edward B. McLean, CCH Dec. 16,620, 
11 TC 543; Clarence B. Mitchell, CCH Dec. 
14,954, 6 TC 159; Albert J. Moore, CCH Dec. 
16,273, 10 TC 393; Edmund C. Converse, CCH 
Dec. 14,813, 5 TC 1014. 

8 The fact that community property was con- 
cerned here is not essential to the decision. See 
decisions cited in footnote 7, particularly Edward 
B. McLean. 
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case, and thus holds that payments in set- 
tlement of the obligation created by the 
divorce decree are made for a valuable 
consideration.” 

As a guide to donative intent, the court 
has taken the logical position that divorce 
agreements are generally made without such 
intent. But this extends only to an agree- 
ment between, husband and wife, and~ the 
court has found a gift where the decree 
involved sums to be given to children.” 


One writer has interpreted the Tax 
Court’s position as holding that in any ordi- 
nary divorce proceeding where there is no 
gift intent, there is no gift because the en- 
tire payment represents a transfer for the 
release of support rights.“ The proposition 
is supported by the fact that marital inheri- 
tance rights are ordinarily forfeited on 
divorce. But the Tax Court, when it was 
ruling on the Barnard case, held that the 
first $50,000 payment was not a gift; and in 
that case the sum could not have been paid 
for release of support rights, as the recipient 
had no support rights. The court appar- 
ently is looking for actual intent before 
holding that there is a gift in a divorce 
situation. At present, the Tax Court posi- 
tion and the latest Second Circuit Court 
decision seem irreconcilable. 


In summary, the current decisions give 
us three possible rules: 


(1) The Treasury Department-Barnard 
rule: All amounts paid in divorce settle- 
ments in excess of the value of support 
rights are subject to gift tax in so far as 
they are paid for the release of inheri- 
tance rights. 

(2) The Converse rule: Any payment 
made in accordance with a divorce decree 
which is solely the result of a contest in 
court will avoid a gift tax. 


(3) The Tax Court rule: Any payment 
made in accordance with a divorce decree 
which is a result of “arm’s-length” bargain- 
ing will not give rise to a gift tax. 

In evaluating these three approaches, it 
seems clear that the Converse rule has little 
to offer. Any liability for tax which de- 
pends upon whether the parties litigate in 
court provides little justice or practicality. 


® Hdward B. McLean, supra, footnote 7. 
% Roland M. Hooker, CCH Dec. 16,272, 10 TC 


11 Edward B. McLean, supra, footnote 7; Com- 
missioner v. Mesta, 41-2 ustc { 9768, 123 F. (2d) 
986. 


12 Roland M. Hooker, supra, footnote 10. 


13 Rudick, ‘‘Marriage, Divorce and Taxes,’’ 2 
Tax Law Review 123, 161. 
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A complicated divorce settlement is better 
arrived at a conference table because it in- 
volves so many details. The courts can be 
alert for the unlikely situation of gift in- 
tentions which may be embedded in such 
settlements. 


In comparing the Tax Court viewpoint 
with that of the Treasury, the former seems 
to reach a more just result. 


In its actual tax effect, the Tax Court rule 
more fairly correlates estate and gift taxes. 
Under Code Section 812 (c), the marital 
deduction, in general, allows a husband to 
give his wife one half of his estate free of tax. 
In nearly all divorce settlements, the amount 
which the wife receives would be tax free 
if the transfer were delayed until the hus- 
band’s death. A divorce merely forces the 
distribution of “family property” before it 
would ordinarily be transferred. Yet un- 
der the Treasury rule the distribution is 
subject to gift taxes thereby, and in effect 
incurs a penalty tax because divorce caused 
the early distribution of the property. 

This unfortunate outcome is the result 
of the insistence in the Barnard case that 
Merrill v. Fahs governs the divorce situation,. 
and that as release of marital rights is not 
good consideration for an antenuptial agree- 
ment, it is not good consideration in a 
divorce settlement. 


In fact, however, the situations are differ- 
ent. In the antenuptial settlement a man is 
free to make a contract or not to make one, 
as he likes, while in a divorce the husband 
is subject to a presently enforceable legal 
obligation though he makes no move at all. 


It would seem that the entire principle re- 
garding the lack of consideration resulting 
from the release of marital rights has been 
outmoded by the adoption of the marital 
deduction.* This whole approach as to lack 
of consideration was developed to plug an 
estate tax loophole, which is no longer a 
loophole but an approved method of dispos- 
ing of one’s estate without tax. The “gap” 
in the revenue laws about which the court 
worried in the Merrill case is now a well- 
lighted exit. In this situation, the principle 
should not be extended because the reason 
behind the rule has largely ceased to exist. 


14 Note the somewhat analogous situation in 


Another objection to the Treasury rule is 
the difficulty of its administration, The de- 
termination of the value of support rights 
creates another “valuation” problem in the 
tax law.” While this is an inconvenience 
rather than a logical fault, it should be con- 
sidered when the equities appear on the side 
of nontaxability. 


Conclusion 


The general questions raised in this dis- 
cussion may affect many divorce settlements. 
Almost every divorce settlement includes a 
provision for the relinquishment of in- 
heritance rights. Presumably, something is 
paid for this release, so that part of the 
amount so paid is for other than the value of 
support rights. Accordingly, most of these 
settlements will involve the question of 
whether a gift has been made, even though 
there was no intent to make a gift. In this 
situation there is need for clarifying legisla- 
tion assuring a fair answer to the problem. 


In the present unsettled condition of the 
authorities, the following suggestions may 
be helpful in connection with divorce litiga- 
tion or settlements: 


(1) Both parties should recognize that 
they have an interest in minimizing taxes 
resulting from the breakup of the family. 
The lower the total tax, the larger will be the 
total fund available for the parties to divide. 


(2) It is desirable that the parties know, 
as far as it is possible to know under pres- 
ent conditions, the tax effect of their settle- 
ment. To this end, an attempt should be 
made to record the ingredients of the settle- 
ment. In the usual divorce procedure, at 
least a rough estimate of the amount neces- 
sary to support the wife is made by the 
parties. This calculation should be refined 
and made part of the decree. In that way, 
the field of controversy as to the portion of 
the payment which may be subject to gift 
tax would be narrowed. 


(3) The record should make it clear that 
there is actual arm’s-length bargaining be- 
tween the parties. 


(4) In so far as taxes alone are con- 
cerned, it will be advantageous to allow the 


to be considered are (1) the amount of the hus- 


the family partnership cases. The split-income 
provision of the tax law (Section 12 (d)) has 
outmoded the previously strict cases (Commis- 
sioner v. Tower, 46-1 ustc J 9189, 327 U. S. 280) 
as far as husband and wife partnerships are 
concerned. 

1% E,. T. 19 provides that the valuation of sup- 
port right is regarded as a proper matter for 
administrative interpretation in the absence of a 
reasonable allocation by the parties. Elements 


Divorce and Gift Taxes 


band’s annual income, (2) the extent of the hus- 
band’s assets, (3) the life expectancies of the 
parties and (4) the probability of the wife’s 
remarriage. 

For an article pointing out the problems in 
applying these provisions, see Wolfe: ‘‘Some- 
thing New in Gift and Estate Taxes,’’ TAxEs— 
The Tax Magazine, March, 1947, p. 217. 
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court to make the property arrangements, 
rather than for the parties to do so in advance. 


(5) In all cases where a taxable gift is 
involved, the settlement payment should, if 
possible, take place before the divorce is 
actually effectuated. In this way, any 
amount which is held to be a gift will be 
reduced by the marital deduction.® After 
divorce, the gift will not be to a “wife”; 
and the gift tax will be on the full amount, 
instead of on the amount reduced by the 
marital deduction. 


Until there is further enlightenment on 
the subject, the tangled tax law will pro- 
vide an incentive for quarreling couples to 
forgive and forget. [The End] 


Note: Since this article was written, the 
United States Court of Appeals for the Sec- 
ond Circuit decided Cornelia Harris v. Com- 
missioner, 50-1 ustc § 10,746. While this 
decision does not change the basic proposi- 
tions advanced in this article, it does deal 
with some interesting technical aspects of 
the divorce gift tax problem. 

The essential facts in the Harris case were 
as follows: A pre-divorce agreement was 
made between husband and wife in which 
each relinquished any marital rights in the 
estate of the other. The value given by the 


16 Code Section 1004 (a) (3). 


wife under the agreement exceeded the value 
given by the husband. The agreement pro- 
vided that it shall be “of the essence. . 
that the settlement shall not 
become binding upon either party unless a 
decree of divorce shall be entered in the 
pending Nevada action.” It also provided 
that its “covenants” should “survive” the di- 
vorce decree. The Nevada court incorporated 
the agreement into the decree of divorce. 


The Tax Court held that the excess of value 
given by the wife was not a gift as it was 
“founded” on the court’s decree. The Sec- 
ond Circuit reversed upon the following 
reasoning: 


“Thus the payments made were 
‘founded’ as much upon the ‘promise or 
agreement’ as upon the decree; indeed, they 
were ‘founded’ upon both; the parties chose 
to submit themselves to two sanctions— 
contempt under the divorce court and ex- 
ecution under the contract. The payments 
were therefore subject to the gift tax.” 


This holding establishes that in the Second 
Circuit the absence of a gift depends on total, 
not partial, reliance upon the court’s decree. 
It points out another pitfall to be avoided, 
that is, a provision that the pre-divorce 
agreement shall survive the divorce decree. 











FARM WOMEN LOOK AT FEDERAL BUDGET 


The national government is the “biggest employer” and the “biggest customer” 
in the world today, according to Miss Elizabeth Harrison Walker, secretary of 
the Committee for Economic Development. Speaking to the Associated Women of 
the American Farm Bureau Federation at their fifteenth annual convention held 
in Chicago on December 12, 1949, she said that one fourth of the national income, 
$64 billion, “is what federal, state and local governments will spend this year.” 
She added that, “on an average, we are working for the government 1 day out of 
every 4... .” 





In order to control spending, Miss Walker made several suggestions to the 
women: 


1. Take time to become more “ ‘economically literate’ . . 
all the facts, necessary to make wise decisions in the general public interest.” 


2. “Insist that Congress follow through on the recommendations of the 
Hoover Report for governmental economy. .. .” 


. get the facts, 


3. “Measure the benefits of new programs in terms of long-range costs.” 


4. “Insist that new projects be paid for in new taxes. There is no better 
yardstick for measuring benefits than counting costs.” 


5. “Read and ponder the new short version of the President’s budget recom- 
mendations which will be issued in January. .. .” 
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INTENTIONAL DISREGARD 





OF RULES AND REGULATIONS 


By ARNOLD HOFFMAN 


DON’T RELY ON THE ODDS AGAINST INCURRING THE PENALTY 


—KNOW THE FACTORS WHICH BRING ABOUT ITS USE - - - 





| vena: ategeyt a tax attorney or ac- 
countant is persuaded that a particular 
Bureau rule or regulation is invalid. The 
tax “expert” then proceeds to disregard that 
rule or regulation in the preparation of re- 
turns. Apparently it is the common assump- 
tion that no penalty or addition to the tax 
will be imposed in that situation, provided 
only that the facts are fully disclosed. A 
portion of the Code which is usually ignored 
in this connection is the provision of Section 


293 (a)* which adds five per cent to the- 


total amount of the deficiency if any part 
of any deficiency is due to “intentional dis- 
regard of rules or regulations.” 


Unless the statutory language of that 
section has significant qualifications or limi- 
tations, the tax practitioner in the situation 
posed would seem to be subjecting his client 
to a possible five per cent penalty. Judicial 
authority on this provision is sparse. Most 
decisions under Section 293 (a) involve 
penalties asserted under the provision of 
that section which imposes a similar addi- 
tion to the tax for a deficiency due to 
“negligence.” The “intentional disregard of 
rules and regulations” provision has been 
invoked only in a handful of cases. That 
circumstance may give comfort to the prac- 
titioner. Nevertheless, the Commissioner 
has in fact asserted the penalty in various 
situations precisely similar to that under 
discussion. Moreover, at least in some in- 
stances, the Bureau has been sustained by 
the Tax Court. 


The question then is whether the provi- 
sion is subject to limitations which are not 
apparent on the face of the statute. At least, 


1 Internal Revenue Code Section 293 (a): 

“If any part of any deficiency is due to negli- 
gence, or intentional disregard of rules and 
regulations but without intent to defraud, 5 per 


what arguments are available to the prac- 
titioner in order to defeat such an addition 
to the tax in the event that a penalty is 
asserted? 


First, assuming that the taxpayer ul- 
timately prevails in his contention that the 
rule or regulation is void, can a five per 
cent penalty nevertheless be sustained if a 
deficiency exists as a result of other con- 
tested items? That is, does imposition of 
the penalty depend upon the validity of the 
rule or regulation which is disregarded? 


The legislative history at first sight would 
seemingly indicate that the validity of the 
regulation is not to be deemed material. 
This provision of Section 293 (a) was orig- 
inally enacted in Section 250 (b) of the 
Revenue Act of 1921, and the term “author- 
ized” then modified the words “rules and 
regulations.” But in the Revenue Act of 
1924, Congress eliminated the word “au- 
thorized.” The Congressional reports throw 
no light on the reason for that change. One 
might conclude on the face of it that Con- 
gress did not intend the question of the 
validity of the rule or regulation to affect 
imposition of the penalty. 


However, a fundamental objection to such 
an interpretation is that it is difficult, if 
not impossible, to understand how any part 
of the deficiency “is due to” disregard of 
the rule or regulation if that rule or regula- 
tion is invalid. When the rule or regulation 
is void, then there can be no deficiency 
resulting from such disregard. Hence, im- 
position of a penalty seems improper. 


That conclusion is supported by the cases 
of Joseph Schlitz Brewing Company v. Com- 


centum of the total amount of the deficiency 
(in addition to such deficiency) shall be assessed, 
collected, and paid in the same manner as if 
it were a deficiency... .’’ 


The author is a New York attorney, now employed by the Tax Court. This 
article was written before his employment there and represents his own views. 
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missioner? and The Journal Company v. 
Commissioner’ Both actions involved a dis- 
regard by taxpayers of the same regulation 
and in both instances the Board of Tax 
Appeals had imposed the five per cent penal- 
ty. Subsequently, in another proceeding, the 
Supreme Court held the regulation to be 
void. On appeal, the Seventh Circuit Court 
reversed the decisions below. The Circuit 
Court set aside the five per cent penalty 
in both instances without discussion. The 
same result would appear sound—even in 
the event that a deficiency existed due to 
other contested items. One may conclude, 
therefore, both on theoretical grounds and 
also as a practical matier, that the taxpayer 
need not fear a penalty if he ultimately suc- 
ceeds on the substantive issue. 


Conflicts in the Courts 


Assuming that the taxpayer fails on the 
substantive issue, does the fact that he may 
have had good reason to regard the rule 
or regulation as void have any relevance? 
Is the taxpayer’s good faith material to im- 
position of the penalty? Several decisions 
which set aside the five per cent penalty 
made much of the fact that at the time of 
the taxpayer’s “disregard,” there had 
existed conflicts in the courts regarding the 
validity of the particular rule or regulation. 


Thus, in Commissioner v. S. A. Woods 
Machine Company; the Bureau had asserted 
the five per cent penalty for disregard of 
a regulation. A majority of the Board of 
Tax Appeals concurred with the taxpayer’s 
view of the regulations, although six mem- 
bers dissented. The First Circuit Court of 
Appeals reversed and held the regulation to 
be valid. However, the court refused to 
impose the five per cent penalty, stating: 

“The penalty was wrongfully assessed. 
The Woods Company had the right to act 
on its own view of the law, if honestly held 
and not obviously untenable. That it was 
honestly held, there appears no reason to 
doubt; that it was not obviously untenable 
is shown by the decision of the Board.” * 


Similarly, in Manhattan Soap Company; 
the Tax Court ruled for the taxpayer on 
the substantive issue. However, the court 


243-1 ustc 79335, 134 F. (2d) 165 (CCA-7, 
1943), reversing BTA Memo. Op., Dkt. .104509. 

3 Ibid. reversing 1942 CCH { 7483, 46 BTA 841. 

43 ustc 9 924, 57 F. (2d) 635 (CCA-1, 1932), 
reversing CCH Dec. 6565, 21 BTA 818 (1930). 

5 Ibid. at p. 636. 

61944 CCH { 7425(M), 3 TCM 257 (1944). 
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pointed to the fact that the Third Circuit 
Court of Appeals (in the taxpayer’s own 
circuit) had previously held in favor of the 
taxpayer’s contention in another action, and 
that until a subsequent Supreme Court de- 
cision had finally settled the point, a real 
possibility had existed that the taxpayer 
was correct. Consequently, the court re- 
fused to sustain the penalty. 


Again, in the case of Frank T. Heffelfinger; 
the taxpayer had not included a certain sum 
as income on his return in disregard of the 
Treasury Regulation then applicable with 
regard to a fact situation and problem simi- 
lar to that which was later adjudicated by 
the United States Supreme Court in Burnet 
v. Wells*® Although the Board of Tax Ap- 
peals upheld the deficiency, the Board set 
aside the five per cent penalty which had 
been claimed by the Commissioner. The 
opinion of the Board contains language 
which implies a view that “intentional dis- 
regard” does not occur when a taxpayer 
acts in good faith. 


“.. the petitioner honestly believed that 
was the proper way to report it. His view 
was apparently shared by members of the 
Circuit Court of Appeals for the Eighth 
Circuit and by four members of the Supreme 
Court... . We find as a fact from the entire 
record that no part of any deficiency was 
due to intentional disregard.” ® 


However, those cases cannot serve to give 
the practitioner complete confidence. The 
statute contains no express language regard- 
ing such mitigating circumstances, unless 
the word “intentional” is to be construed to 
imply a certain bad faith. In the more re- 
cent cases of The Journal Company” and 
Joseph Schlitz Brewing Company," the Board 
of Tax Appeals sustained the five per cent 
penalty despite the presence of similar miti- 
gating factors. In both cases the Board 
imposed penalties despite a prior division 
among circuit court judges on the merits, 
despite the taxpayers’ reliance upon the ad- 
vice of tax counsel and despite general evi- 
dence of good faith. Although both decisions 
were reversed,” following a subsequent 
Supreme Court decision on the substantive 
issue in another proceeding, nevertheless the 
position there taken by the members of 


™CCH Dec. 9052, 32 BTA 1232 (1935); aff'd 
on the substantive issue, 37-1 ustc { 9120, 87 F. 
(2d) 991 (CCA-8, 1937). 

8 3 ustc f 1108, 289 U. S. 670 (1933). 

® See footnote 7, swpra, p, 1235. 

1 See footnote 3, supra. 
11 See footnote 2, supra. 
12 See footnotes 2 and 3, supra. 
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the Board with regard to the imposition of the 
penalty may be indicative of the view that 
may be adopted by future courts. 


Possible Avoidance of Penalty 


As a practical matter, therefore, it would 
appear that the existence of substantial un- 
certainty concerning the merits, as evidenced 
by prior doubts on the part of practitioners 
as to the state of the law, a division of 
opinion among the courts, or like factors, 
may result in avoidance of the penalty, even 
though the taxpayer loses on the substan- 
tive issue and emerges from the litigation 
with a deficiency. Yet, as indicated by the 
last two cases cited, those factors cannot 
be completely relied upon. 


Another question that arises relates to 
the legal effect of ignorance by the taxpayer 
in the light of the statutory phrase “inten- 
tional disregard.” If the taxpayer had no 
knowledge of the rule or regulation, then 
has he “disregarded” it? If failure to take 
note of a regulation constitutes “disregard,” 
is such disregard “intentional” under the 
statute? One text writer states that: 


“cc 


what constitutes ‘intentional dis- 
regard of rules and regulations’ brings be- 
fore the courts the problem of dealing with 
subjective processes.” ™ 


Some courts, in imposing the penalty, 
have taken pains to point to the taxpayer’s 
awareness and deliberate disregard of the 
particular regulation. The implication, of 
course, is that such awareness and deliber- 
ateness is material. In The Journal Company 
case, the Board member stated: 


“The stipulated facts indicate that peti- 
tioner gave careful consideration to the prob- 
lem before electing to follow the advice of 
counsel. Its choice was made deliberately, 
with full knowledge that the administrative 
interpretation was contrariwise, Obviously, 
therefore, petitioner intentionally  disre- 
garded respondent’s regulation.” “ 


The decision in Gibbs & Hudson, Inc.® 
sustained a five per cent penalty for the 
taxpayer’s disregard of a regulation in the 
preparation of an income tax return. The 
opinion contains the following language: 


“Nothing in the evidence justifies the 
omission, and it was in plain disregard of 


1310 Mertens, Law of Federal Income Taxation 
51 (1948). 

* See footnote 3, supra. 

*% CCH Dec. 9538, 35 BTA 205 (1936). 

% Ibid, at p. 211. See also Lucian T. Wilcox, 
1941 CCH { 7399, 44 BTA 373, 378 (five per cent 
penalty sustained). 

" Section 250 (b). 
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the clear rule of the regulation. That it 
was intentional is inescapable.” * 


Change in Wording 


However, there is one significant bit of 
legislative history on this point. As orig- 
inally enacted by the Revenue Act of 1921," 
the provision read “intentional disregard of 
a rule or regulation with knowledge thereof.” 
The words “with knowledge thereof” were 
eliminated by the Revenue Act of 1924. Al- 
though the Congressional reports are silent 
as to the motive for that amendment, that 
legislative change lends obvious support to 
the view that the taxpayer’s ignorance or 
knowledge is of no moment. 


Moreover, as a practical matter it would 
appear unsound to permit the taxpayer’s 
proof of his own ignorance of rules or regu- 
lations to become recognized as an effec- 
tive defense, and it seems unlikely that 
courts will do so.“ Consequently, despite 
certain judicial language in a few cases, the 
taxpayer’s knowledge and intent probably 
have no significance theoretically, although 
in-certain instances a particular court may 
possibly be induced thereby to refrain from 
imposition of the penalty. 


Some additional arguments may possibly 
be made, based upon another aspect of the 
legislative history. This provision was first 
enacted in the Revenue Act of 1921.% At 
that time, the scheme of federal tax admin- 
istration required payment prior to litiga- 
tion. Hence the obvious purpose of the 
provision was to cause the taxpayer to give 
the same respect to Treasury rules or regu- 
lations as he owed to the statutory language 
itself. The Revenue Act of 1924” made it 
possible for taxpayers to litigate prior to 
payment. Perhaps one might maintain that 
when taxpayers were granted that privilege, 
Congress cannot have intended to force tax- 
payers to pay before litigation simply be- 
cause a rule or regulation might be applicable. 
Under that view, if the taxpayer questions 
a regulation of doubtful validity, he should 
be entitled to contest the point before paying 
tax and without subjection to a penalty. On 
the other hand, it might be argued that 
Congress retained this provision by design, 
with the purpose of inducing taxpayers to 
adhere to Treasury regulations to which 


18 Note also that such ignorance may constitute 
‘negligence’ under Section 293 (a)—at least if 
the rule or regulation is an important one, 
concerning which the taxpayer should have ac- 
quired knowledge. See Gibbs & Hudson, Inc., 
footnote 15, supra, at p. 211 (1936). 

19 Section 250 (b). 

2° Section 274. 
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Congress desired to lend additional force. 
Realistically, Congress probably never gave 
a thought to this provision when it altered 
the scheme of tax administration, so that 
this aspect of the legislative history actually 
should give no support to either position. 


The foregoing discussion indicates that a 
tax practitioner who is contemplating cer- 
tain action in disregard of a Treasury rule 
or regulation should take the following fac- 
tors into consideration: the fact that in most 
instances the Bureau probably does not 
assert a penalty; the attorney’s estimate of 
his chances of success in contending that 
the rule or regulation is void; the circum- 
stance of substantial uncertainty in the law 
as evidenced by a split in court decisions 
which some courts have held to be a miti- 
gating factor; and, in general, the fact that 
the taxpayer may resist assertion of the 
penalty using any or all of the arguments 
suggested, with a substantial possibility that 
the court will not impose a penalty for any 
of those reasons—all of which might lead 
one to conclude that the odds of bumping 
into this penalty are negligible, and that 
may be true. Nevertheless, the statutory 
language remains as a threat and it has 
been said that the penalty is mandatory 

21 See The Journal Company, footnote 3,supra; 


John T. Kennedy, CCH Dec. 5338, 16 BTA 1372, 
1389 (1929); S. M. 4294, V-1 CB 311, 312 (1926). 





under the language of the section.” And 
Mertens makes the following comment re- 
garding this whole section of the Code: 


“The Treasury Department has been per- 
haps too sparing in its assertion of this 
potentially powerful provision of the statute. 
Old decisions rebuffing the Department’s 
early efforts to impose this penalty should 
not furnish too serious a present obstacle 
to successful imposition of the penalty, 
where warranted.” ” 


Conclusion 


The probabilities are high that the tax- 
payer will avoid the penalty in the situation 
posed. Moreover, an addition of five per cent 
often will be too small an amount to cause 
much concern. However, the penalty is com- 
puted on the total amount of the deficiency. 
Frequently there will be many other doubt- 
ful items for the same year, and if those 
adjustments result in a large deficiency, then 
the five per cent penalty may become quite 
substantial. Consequently, a practitioner 
would be well advised to inform his client 
of the risk before proceeding in disregard 
of a Treasury rule or regulation. [The End] 


2210 Mertens, Law of Federal Income Taxation 
54-55 (1948). 





O’CONOR ON TAXES 





“While I will continue to be a consistent advocate of all possible 
improvement in the condition of our people resulting from better 
government services, these three facts seem to need stressing: 


“There is a point in taxation beyond which government cannot 
go without draining away the life blood of America’s economy ; 


“Likewise, despite the theorists, the laws of economy and of good 


all values; 





business make it absolutely plain that there is a point beyond which 
this country cannot assume additional public debt without destroying 


. . ° . i 
“Finally, there is a limit to the government benefits and services 
which can be paid for out of the monies currently available.” 


(Senator O’Conor, Democrat, of Maryland, before the Baltimore 
Engineer’s Club, as reported by Business Action, December 23, 1949.) 
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IRREVOCABLE TRUSTS 


By M. N. FRIEDLAND — — 


— Tax Attorney, Los Angeles 


THIS REVIEW OF A VERY INTRICATE SUBJECT IS BASED ON 


A LECTURE DELIVERED BY 


THE AUTHOR-LECTURER AT 


THE ADVANCE TAX SEMINAR, LOS ANGELES, CALIFORNIA 





T HE United States Supreme Court, on 
February 26, 1940, rendered a decision 
in the case of Helvering v. Clifford, 40-1 
ustc J 9265, 309 U. S. 331. That decision 
immediately became—and still is—of great. 
importance. 


Ten years have passed. In that com- 
paratively short time, reference has been 
made to the Clifford decision in no less 
than 262 cases decided by various courts 
and boards, from the United States Su- 
preme Court to the Board of Tax Appeals 
and its successor, the Tax Court of the 
United States, in addition to references in 
Treasury Decisions and General Counsel 
Memoranda. No other tax case, and pos- 
sibly few other cases of any kind, can claim 
such distinction. 


In a limited sense, the Clifford decision 
became a “Great Divide.” Hence, it may 
be appropriate, on its tenth anniversary, to 
review the case, as well as the various 
important decisions following it. It may 
also be advisable to pay attention to a few 
important cases which preceded it, that we 
may better understand the Clifford decision 
and the significant decisions following it. 


In the June, 1938 issue of this magazine 
appeared an article under the same title, by 
the same author and on the same subject 
as this article. A study of the earlier 
article in the light of the various decisions 
since 1938 shows a change in but one feature 
of major importance. 

A “possible reverter provision” is one 
whereby, upon a beneficiary’s predeceasing 
the grantor, the corpus of a trust reverts 
to the grantor. Such a provision is no 
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longer considered to create a vested interest 
subject to be divested, as was held by the 
United States Supreme Court in the two 
St. Louis Union Trust Company cases. 
(Helvering v. St. Louis Union Trust Com- 
pany, 36-1 ustc J 9005, 296 U. S. 39; Becker 
v. St. Lowis Union Trust Company, 36-1 
ustc J 9006, 296 U. S. 48.) Other changes 
of minor importance have taken place. How- 
ever, being concerned primarily with the 
practical aspect of the subject, we shall 
concentrate on the various phases of the 
present situation. 


When the Clifford case first came before 
the United States Board of Tax Appeals 
(CCH Dec. 10,446-B, BTA Memo. op.), the 
Board considered the trust to be in the 
nature of “an assignment of future income 
from property retained by the petitioner.” 
In addition, such assignment could not ex- 
ceed five years. Taking that fact into con- 
sideration, as well as the applicable law 
(Lucas v. Earl, 2 ustc J 496, 281 U. S. 281), 
the Board sustained the Commissioner. 


The conclusion of the United States Su- 
preme Court was, in that respect, no differ- 
ent from that of the Board. The reasoning, 
especially the basis for the reasoning, was, 
however, entirely different. The Board re- 
lied primarily upon Section 166 of the In- 
ternal Revenue Code, although it paid some 
attention to Section 22 (a), while the Su- 
preme Court was mainly concerned with 
Section 22 (a), and thus added dignity and 
importance to it. 


The facts in the Clifford case are very 
few but of great importance. On June 20, 


1934, George B. Clifford, the grantor, de- 
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clared himself trustee of a certain trust. 
The income from the trust estate was to 
be turned over to the wife of the grantor 
for a period not exceeding five years. If 
the grantee died during that period, the 
trust was to terminate and the accumulated 
and undistributed income, if any, was to 
be turned over to the estate of the grantee. 
The corpus of the trust estate, however, at 
all times and under any circumstance be- 
longed to the grantor; even his predeceasing 
the grantee did not make any difference in 
that respect. These are all the facts of 
importance. 


The vital question in the Clifford case— 

whether the grantor “may still be treated 

as the owner of the corpus”—was 
considered by the Court thus: 


We the answer to that question must 
depend on an analysis of the terms of the 
trust and all the circumstances attendant 
on its creation and operation.” 


The Court then proceeded to such an 
analysis by stating: 

ih the short duration of the trust, 
the fact that the wife is the beneficiary, 
and the retention of control over the cor- 
pus by respondent all lead irresistibly to 
the conclusion that respondent continued to be 
the owner for purposes of section 22 (a).” 

Finally, the Court stated: 


“Our point here is that no one fact is 
normally decisive but that all considera- 
tions and circumstances of the kind we 
have mentioned are relevant to the question 
of ownership and are appropriate founda- 
tions for findings on that issue. ‘Thus, 
where, as in this case, the benefits directly 
or indirectly retained blend so impercepti- 
bly with the normal concepts of full owner- 
ship we cannot say that the triers of fact 
committed reversible error when they found 
that the husband was the owner of the 
corpus for the purposes of paragraph 22(a). 
To hold otherwise would be to treat the 
wife as a complete stranger; to let mere 
formalism obscure the normal consequences 
of family solidarity; and to force concepts 
of ownership to be fashioned out of legal 
niceties which may have little or no signi- 
ficance in household arrangements.” 


Department's Prayers 


From time to time the Treasury Depart- 
ment made various efforts to persuade Con- 
gress to enact remedial legislation covering 
short-term irrevocable trusts. Such efforts 
were far from successful. The timely ap- 
pearance of the Clifford decision, therefore, 





was an answer to the Department’s prayers. 
Instead of Congress, the Supreme Court 
came to the rescue. The result was the 
same. Hence, the Clifford decision, need- 
less to say, was very welcome to the Trea- 
sury Department and to the Commissioner 
of Internal Revenue. 


Admittedly, that decision put an end to 
short-term trusts similar to the trust in 
the Clifford case. There was no possibility 
for them to exist any longer. The Treasury 
Department’s efforts, in that respect, finally 
succeeded. Seemingly, this should have 
satisfied the Treasury Department—and it 
did satisfy a certain portion of the Depart- 
ment. The balance became very ambitious. 
It considered the time opportune to make 
a grand assault on all living irrevocable 
trusts, whether short- or long-term trusts. 
At times, such assault seemed very threat- 
ening, even though it turned out to be 
nothing but a tempest in a teapot. 


In the December, 1941 issue of the Yale 
Law Journal appeared an article entitled 
“The Broadened Scope of Section 22(a): 
The Evolution of the Clifford Doctrine” 
(admittedly a very respectable title), by 
Edmund W. Pavenstedt, then Assistant At- 
torney General. The article is well written. 
One not familiar with the subject would 
be much impressed. It is not, however, an 
analysis of the subject; it is rather an 
argument by a contestant who tries to win 
his point “at any price.” The importance 
of the article lies not in its contents but 
in the fact that the Treasury Department 
and/or the then Commissioner of Internal 
Revenue thought so much of it that. the 
Department had it mimeographed. Copies 
were sent to various revenue agents and 
technical divisions so that every conferee 
had the article at his service to use as a 
bible on the subject. 


Arguments Rejected 


The arguments presented in Mr. Paven- 
stedt’s article were not new. They were 
mere repetitions of the arguments presented 
to the various Circuit Courts. They were 
originally presented to the First Circuit 
Court of Appeals in Commissioner v. Branch, 
40-2 ustc 9727, 114 F. (2d) 985 (1940), 
and rejected by that court. They were 
then presented to the Second Circuit in 
Helvering v. Palmer, 40-2 ustc 9 9778, 115 
F. (2d) 368 (1940), and again were rejected, 
on the authority of the Branch decision. 
The very same thing happened in the Tenth 
Circuit in Jones v. Norris, 41-2 ustc J 9636, 
122 F. (2d) 6 (1941), and in the Seventh 
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Circuit in Commissioner v. Betts, 41-2 ustc 
9767, 123 F. (2d) 534 (1941). 


Needless to say, the article contains not 
a single word about these important rejec- 
tions by such prominent appellate courts 
as the First, Second, Seventh and Tenth 
Circuits. Of course, disappointment (if not 
disgust) on the part of Mr. Pavenstedt is 
noticeable; but he makes no mention of the 
rejection of his arguments. Seemingly, Mr. 
Pavenstedt was extremely disappointed in 
the attitude of the various courts men- 
tioned (including the United States Su- 
preme Court and the Board of Tax Ap- 
peals), and decided to submit his arguments 
to the readers of the Yale Law Journal for 
a final decision. Be that as it may, his 
article and its contents have become ancient 
history by this time, and are now of,no 
importance. 


Present Situation 


What, then, is the present situation in 
regard to long-term irrevocable trusts? Is 
it any different from what it was before the 
Clifford decision? And if so, to what extent 
is it different? What effect, if any, have 
the Commissioner’s new Regulations had? 
What changes, if any, became necessary by 
virtue of the 1948 Revenue Act in so far 
as irrevocable trusts of long duration are 
concerned? These are important questions, 
and they must be answered. 


Time and again the Tax Court and a few 
of the Circuit Courts of Appeals found it 
impossible to coordinate all decisions follow- 
ing the Clifford case. The Commissioner’s 
effort to do something of that kind, and 
to provide a guide by his new Regulations, 
does not seem to be meeting with great 
success. 

The general trend of judicial decisions is 
to the effect that every case of this nature 
must be judged on its own merits. By this 
time, however, quite a few important prin- 
ciples have been established beyond the 
shadow of a doubt. Admittedly, their ap- 
plication may not always be as easy as it 
seems; yet such difficulties may be, and 
usually are, overcome whenever an occa- 
sion presents itself. Thus, we shall confine 
our discussion to the highlights of long- 
term irrevocable trusts. Apparently the 
proper procedure (as to subjects or titles) 
is to use the framework of trust agreements 
or declarations of trust and to make an 
analysis of their most important features 
in the light of the Clifford decision and 
the significant cases following it. 


Irrevocable Trusts 











Trusts 


The subject with which we are concerned 
is living, irrevocable, long-term trusts. Thus, 
we shall not discuss testamentary or re- 
vocable trusts. What is an _ irrevocable 
trust? A trust which is not revocable. 
This statement may sound tautological, but 
it is not. Unless revocation is specifically 
provided in a trust instrument, or reserva- 
tion made to that effect, the instrument 
will be considered irrevocable. This is true 
in every state in the Union, except in those 
whose statutes expressly demand provision, 
in a given instrument, to the effect that the 
trust in question is irrevocable. The State 
of California is a good example. (California 
Civil Code { 2280.) Thus, where a California 
trust agreement failed to make that provi- 
sion, first the Tax Court and then the 
Ninth Circuit Court of Appeals properly 
considered the trust revocable and hence 
meaningless from a tax point of view. 
(George S. Gaylord, CCH Dec. 13,743, 9 TC 
281; aff’d 46-1 ustc J 9153, 153 F. (2d) 408.) 


Trustees 


There are corporate and individual trustees. 
Either type may or may not be dominated 
by the grantor. A grantor may be a trustee 
or one of the trustees; he may retain or 
reserve the power to change trustees. Wher- 
ever the grantor retains such a power, or 
wherever a trustee becomes subject to the 
grantor’s domination in any other manner, 
the result is no different from that where 
the grantor designates himself trustee. 


Admittedly, a corporate trustee not sub- 
ject to domination of or substitution by 
the grantor is an independent trustee. The 
same applies to an individual trustee under 
identical or similar circumstances. For a 
testamentary trust of long duration, a cor- 
porate trustee is essential. This is not 
true, however, of a living, irrevocable trust. 
The percentage of independent corporate 
trustees is insignificant; and where they do 
appear, they are subject either to domina- 
tion of or substitution by the grantor. The 
main reason for this is the fact that the 
grantor, having spent a great deal of his 
lifetime in successfully managing his affairs 
in such a manner as to be able to create 
the estate in question, considers himself 
(rightfully or wrongfully) the proper person 
to manage that estate for the benefit of the 
beneficiaries designated by him. 

In Estate of James B. Duke, CCH Dec. 
7096, 23 BTA 1104, reference is made to 
irrevocable trusts created by Duke in 1917. 
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In those trusts he designated himself as 
trustee and the Farmers’ Loan and Trust 
Company, a New York corporation, as suc- 
cessor trustee. When the case came before 
the Board of Tax Appeals, the Board stated: 
“The fact that he [the grantor] appointed 
himself trustee with power to administer 
the trust property for the benefit of his 
daughter does not change the results.” 


In Becker v. St. Louis Union Trust Com- 


pany, supra, the United States Supreme 
Court stated: 


“The decedent in 1921 executed separate 
declarations of trusts in favor of each of 
his four children, conveying to himself as 
trustee certain securities. By the 
declaration of trusts here under review, 
the legal title, possession and control of the 
trust estate passed irrevocably from the 
grantor as an individual to himself as trustee. 
The effect is no different than [sic] if the 
trustee had been another person.” 


The same case contained what is com- 
monly known as a “possible reverter pro- 
vision.” The interpretation then placed by 
the Supreme Court on that provision has 
since been changed, but no change has taken 


place in respect to the grantor’s acting as 
trustee. 


Beneficiaries 


With very few exceptions, the beneficiaries 
of an irrevocable trust are members of the 
grantor’s family. The grantor, naturally, 
is more concerned with the future of mem- 
bers of his own family than with anyone 
else’s future. More distant relatives and 
other persons, for good and sufficient rea- 
sons, are usually taken care of in testa- 
mentary or revocable trusts. 


Family Solidarity 


“Family solidarity” is an expression which 
became famous by virtue of its use, by Mr. 
Justice Douglas in delivering the Supreme 
Court’s opinion in the Clifford case. Vari- 
ous people placed different interpretations 
upon these words. To some, they spelled 
an economic or jural unit; to others, noth- 
ing but a certain amount of control—and 
not much control, at that. 


The grantor ordinarily is the head of a 
family. As such, he should and probably 
does command a certain respect. The ex- 
tent of that respect depends upon the ages 
(and temperaments) of the members of his 
family, and/or his beneficiaries, upon their 
desires and wants and upon the possible 
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satisfaction of those desires and wants. 
Even that is not a static, dependable affair. 
It constantly changes. To see members of 
various families differ to a great extent not 
only on vital matters but even on insignifi- 
cant ones is not extraordinary. Family 
solidarity is rather an ideal to be sought, 
which, like a horizon, no matter what efforts 
are made to reach it, always seems far away. 


The view that a family is an economic 
or jural unit is lacking in reality, besides 
being drastic in its application. Judge 
Learned Hand of the Second Circuit Court 
of Appeals, in the case of Helvering v. Elias, 
41-2 ustc J 9630, 122 F. (2d) 171, in analyzing 
this very subject and referring to the Clifford 
decision, stated that it “‘was a departure from 
the concept of property as it is generally 
used in the law, and involved in some 
measure a reversion to the earlier notions 
which treated the family as a jural unit. . .. 
Obviously, the consequences of an inflexi- 
ble application of such a doctrine would 
be extremly drastic; for example, the in- 
come of an equitable life estate created by 
a father for his son would be taxed to the 
father so long as he lived. . The court had 
no such revolutionary purpose and very 
carefully protected itself from such an in- 
terpretation of its decision.” 


Mertens, in his chapter on ‘Revocable 
and Controlled Trusts” in The Law of Fed- 
eral Income Taxation (1949 Edition), Vol- 
ume 6, page 509, referring to the court’s 
opinion in the Buck case, infra, has stated: 


“Tt would not seem necessary, however, 
that such element [a family entente] be 
present where the donor retains continuing 
power to divert the income from one person 
to another. While the element of family 
solidarity and the confinement of the in- 
come to members of the family are reasona- 
bly pertinent in determining the incidents 
of tax liability in the case of a short term 
trust, such element lacks equal force in 
determining the tax liability of long term 
trusts. The theory should be applied with 
caution in cases in which the donor does 
not preserve the right to change bene- 
ficiaries at will. Where this last element 
is absent, the theory that the family was 
one and that there are no diverse interests 
as between husband, wife and children, is 
lacking in a sense of realities.” 


Management and/or Control 


“The trustee is under a duty to the bene- 
ficiary to take reasonable steps to take and 
keep control of the trust property.” (Re- 
statement of the Law of Trusts, { 175.) 
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“The trustee is under a duty to the 
beneficiary to use reasonable care and skill 
to make the trust property productive.” 
(Ibid., J 181.) 


A the trustee can properly exercise 
such powers and only such powers as 


“(a) are conferred upon him in specific 
words by the terms of the trust, or 


“(b) are necessary or appropriate to 
carry out the purposes of the trust and 
are not forbidden by the terms of the trust.” 
(Ibid., J 186.) 

This is the law of the land on the sub- 
jects herein mentioned and described. It 
is applicable alike to the so-called independ- 
ent corporate or individual trustee and to 
the grantor-trustee. The law makes no 
distinction. 


A trustee is more than an ordinary man- 
ager. Of course, he manages; but he does 
more than that—he controls. He must not 
only manage but also control the trust 
estate in order to carry out the intents 
and purposes of the settlor. Under such 
circumstances, pray, where is the border 
line? When does the control element reach 


such a degree, or become of such a nature, | 


as to cause the income of a given trust 
estate to be charged to the grantor of the 
trust even though the latter has irrevocably 
parted with everything pertaining to it? An 
analysis of a few of the most important 
cases will throw a great deal of light on the 
subject. 


Branch Case 


In Commissioner v. Branch, supra, the 
grantor designated himself and two others 
as trustees. The latter, however, were un- 
der the absolute domination of the grantor- 
trustee. The trustees were granted broad 
powers, including the power “to purchase 
from or sell to the grantor.” The Board 
of Tax Appeals (CCH Dec. 10,913, 40 BTA 
1044) decided the case in favor of the tax- 
payer. The First Circuit Court of Appeals, 
sustaining the Board, stated: 


“Helvering v. Clifford rests on its particu- 
lar facts. We do not understand that the 
case, as a general proposition, obliterates 
the separate legal personality of the wife 
for purposes of determining the gross in- 
come of the husband under Section 22 (a). 
Where the grantor has stripped himself of 
all command over the income for an in- 
definite period, and in all probability, under 
the terms of the trust instrument, will never 
regain beneficial ownership of the corpus, 
there seems to be no statutory basis for 
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treating the income as that of the grantor 
under Section 22 (a) merely because he has 
made himself trustee with broad powers in 
that capacity to manage the trust estate. 
See Helvering v. Achelis [40-2 ustc J 9542], 
2 Cir., 112 F. (2d) 929. We do not read 
the dictum in Helvering v. Fuller [40-1 
ustc J 9419], 310 U. S. 69, 76, 60 S. Ct. 784, 
84 L. Ed. 1082, as implying to the contrary.” 


Palmer Case 


In Helvering v. Palmer, supra, the settlor 
designated himself and his wife as trustees. 
It was expressly provided, however: 


“So long as the Grantor shall be one of 
the Trustees hereunder, the Grantor as such 
Trustee (and without the concurrence of 
the other Trustee) may exercise all or any 
of the powers vested in the Trustees in 
connection with any matter or thing what- 
soever.” 


Broad powers of management were pro- 
vided, among them the right and power 
“to exercise freely and in their [the trustees’ ] 
uncontrolled discretion all the rights, powers 
and privileges appertaining to a full and 
complete ownership thereof,” including, of 
course, the power to vote the respective 
shares of stock. 


The Board of Tax Appeals (CCH Dec. 
10,906, 40 BTA 1002) decided the issues in 
favor of the taxpayer: 


“In our opinion the trust agreement of 
May 26, 1932, clearly evidences the peti- 
tioner’s intention to irrevocably convey, in 
praesenti, to the trust his legal title to the 
stock in question, and, also, to irrevocably 
convey, in praesenti, the beneficial interest 
in such stock including the income arising 
therefrom to his wife during her lifetime 
with remainder interest to his children and 
their issue. Further, in our opinion, the 
trust agreement effectuated such irrevoca- 
ble conveyance. 


“The broad powers and control which 
the petitioner could exercise over the stock 
in question after the execution of the trust 
agreement,” the Board continued, “are not 
indicia of individual ownership of the stock 
by the petitioner. Those powers which 
petitioner as grantor reserved to himself as 
one of the trustees relate to the manage- 
ment of the trust corpus and do not vest 
in the grantor any control as an individual 
over the economic benefits or enjoyment of 
the trust property.” 

This decision was affirmed by the Second 


Circuit Court of Appeals on the authority 
of the Branch case. 
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Buck Case 


Commissioner v. Buck, 41-2 uste J 9520, 
120 F. (2d) 775 (1941), also refers to a 
long-term trust. There is, however, a great 
difference between this case and the Branch 
and Palmer cases. 


In the Buck case, there was a corporate 
trustee. As the grantor reserved the right 
to change trustees at will, the result was 
no different from what it would have been 
if the grantor had designated himself as 
trustee. The grantor, however, “retained 
a power ‘to alter or amend in any respect 
whatsoever’ the provisions relating to ‘dis- 
tribution of the income or principal,” except 
that no such change could be made so as to 
benefit the grantor directly. Such provi- 
sion is a perfectly proper one under state 
laws. Thus, a settlor “may reserve the 
power to change the beneficiaries of the 
trust, or interests, or the nature of the in- 
terests, which they are to take.” Further, 
there is “no specific limitation on the num- 
ber or nature of such powers, and they may 
be included in the terms of the trust in 
such number and of such nature as the 
settlor desires.” (Restatement of the Law 
of Trusts, J 37a, 37b.) 

This is the law of the land. However, 
proper as it may seem, and proper as it is, 
such provision spells a great deal of what 
is commonly designated as “dominion and 
control” from a tax point of view. Thus, 
in the Buck case, the Second Circuit Court’ of 
Appeals, referring to that reservation, stated: 


“The outstanding fact which distinguishes 
this case from Helvering v. Palmer and Blair 
v. Commissioner [37-1 ustc J 9083], 1937, 300 
U. S. 5, 57 S. Ct. 330; Si L. Ed. 465. ts that 
respondent has reserved to himself during 
his life, the power, at any time, and from 
time to time, to ‘alter or amend in any 
respect whatsoever’ the provisions of the 
indenture relating to ‘the disposition of 
the income and principal of the trust estate 
or the separate shares into which the same 
may be divided, and to change any beneficial 
interest’ thereunder. True, he cannot do so 
in such a way as to ‘revest in himself title’ 
or ‘so as to direct that any part of the 
income be distributed to him or be 
held or accumulated for future distribution 
to him’. But, he has unlimited power, at 
any moment, to reduce or obliterate the 
share of principal or interest originally al- 
lotted to his wife or any child, if for any 
reason, or for no reason, he decides, in the 
exercise of his uncontrolled discretion, that 
any of the beneficiaries is receiving more 








than seems desirable. . . . When to such 
control there is coupled the power, until 
his death, freely to sprinkle the income 
about among any beneficiaries he may select 
(as if he were playing a hose), it is impos- 
sible to conclude in the light of the recent 
decisions of the Supreme Court that the 
income is not taxable to him.” 


It may be appropriate at this point to 
state that while the reserved power to 
shift the income among beneficiaries is con- 
sidered a vital control element, making the 
trust income chargeable to the settlor, a 
shift within the share of each beneficiary of 
a given trust apparently does not make the 
trust income chargeable to the settlor. 
(Carroll L. Griffith, CCH Dec. 14,458(M), 
4 TCM 317.) 


Purchase or Sale 
of Trust Property 


“By the terms of the trust the trustee 
may be permitted to sell trust property to 
himself individually, or as trustee to pur- 
chase property from himself individually, or 
to lend to himself money held by him in 
trust, or otherwise to deal with the trust 
property on his own account. The trustee 
violates his duty to the beneficiary, how- 
ever, if he acts in bad faith, no matter how 
broad may be the provisions of the terms of 
the trust in conferring power upon him to deal 
with the trust property on his own account.” 
(Restatement of the Law of Trusts, ¥ 170.) 


There is no doubt that this also is the 
law of the land. However, such a condi- 
tion of affairs does not entirely satisfy the 
tax requirements, even though the bad-faith 
element is absent. Thus, where the trust 
agreement contained a provision enabling 
the trustee, as an individual, to buy prop- 
erty from and sell property to the trust at 
prices to be determined by him, that pro- 
vision was considered in the nature of a 
revocation or revestment. (David M. Hey- 
man, CCH Dec. 12,005, 44 BTA 1009; Ellis 
H,. Warren, CCH Dec. 12,121, 45 BTA 379.) 
Under such circumstances the bad-faith ele- 
ment will be presumed to exist, and the 
income of the trust will be charged to the 
grantor-trustee and taxed accordingly. 


In the Branch case, supra, the trust agree- 
ment contained the following provision: 


“Tt shall be lawful for the trustees to 
purchase investments from or sell invest- 
ments to said Claude E. Branch [the grantor 
and dominant trustee], and purchases or 
sales may be made as well by said Claude 
E. Branch alone under the powers herein 
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conferred upon him as by the trustees under 
the powers herein conferred upon them.” 


Of course, the good-faith element also 
applies to such a provision. Furthermore, 
it is somehow mitigated by another provi- 
sion of the same trust agreement to the 
effect that the sole beneficiary of the trust, 
the wife of the grantor, was given power 
“at any time and from time to time 
to revoke the foregoing uses and trusts 

and to appoint the same to new, 
further or other uses ... or in herself, or 
in any other person or persons, freed and 
discharged of all trusts, as she may see fit.” 


In the Palmer case, supra, the settlor 
(the dominant trustee) reserved “the option 
to purchase” for either cash or securities 
taken at their then market value, at any 
time up to May 1, 1947, any or all of the 
30,000 shares of Squibb & Sons common 
stock. Provision was also made for a stand- 
ard formula in placing valuation upon these 
shares of stock at a given time. 


In the case of Leslie H. Green, CCH Dec. 
15,246, 7 TC 263, aff’d 48-2 ustc J 9325, 168 
F. (2d) 994 (CCA-6, 1948), the trust agree- 
ment gave the settlor-trustee the following 
power: 


“(h) To carry on sale, purchase, exchange, 
loan, pledge, mortgage and other transac- 
tions with the Settlor, and without limiting 
the generality of the foregoing, to use 
property of the trust estate to purchase 
assets from the Settlor, to make sales of 
property. in the trust estate to the Settlor, 


and to make loans upon ample security to 
Settlor.” 


The Tax Court, analyzing the situation 
from every conceivable point of view, stated: 


“The power retained by the petitioner to 
deal with himself as an individual with 
respect to trust properties added materially 
to the ‘bundie of rights’ which he possesses 
as trustee. Furthermore, the evidence shows 
that this power was freely exercised by the 
petitioner. Such power and other 
broad powers retained by him as settlor- 
trustee are, in our opinion, sufficient to 
render the petitioner taxable on the income 
of the trust under section 22(a).” 


The new Regulations 111, Section 29.22 
fa)-21, contain the following provisions on 
the subject in question: 


“(e) Administrative control—Income of 
a trust, whatever its duration, is taxable to 
the grantor where, under the terms of the 
trust or the circumstances attendant’ on 
its operation, administrative control is exer- 
cisable primarily for the benefit of the grantor 
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rather than the beneficiaries of the trust. 
Administrative control is exercisable prima- 
rily for the benefit of the grantor where— 


“(1) a power exercisable by the grantor, 
or any person not having a substantial 
adverse interest in its exercise, or both, 
whether or not in the capacity of trustee, 
enables the grantor or any person to pur- 
chase, exchange or otherwise deal with or 
dispose of the corpus or the income there- 
from for less than an adequate and full 
consideration in money or money’s worth; or 


“(2) a power exercisable by the grantor, 
or any person not having a_ substantial 
adverse interest in its exercise, or both, 
whether or not in the capacity of a trustee, 
enables the grantor to borrow the corpus 
or income, directly or indirectly, without 
adequate interest in any case, or without 
adequate security except where a trustee 
(other than the grantor or spouse living 
with the grantor) is authorized under a 
general lending power to make loans with- 
out security to the grantor or other persons 
and corporations upon the same terms and 


_ conditions.” 


Thus, where “adequate and full considera- 
tion in money or money’s worth” is given, 
the Regulations raise no objection to the 
grantor’s dealing with himself as trustee in 
order to buy, “exchange or otherwise deal 
with or dispose of the corpus or the income” 
of a given trust. Where “adequate interest” 
and “security” are provided, the grantor 
may borrow money from the trust. Where 
specific provisions are made in the trust 
agreement, “under the general lending power, 
to make loans without security to the 
grantor and other persons,” there seems to 
be no objection in the Regulations. 


Nevertheless, provisions of this kind should 
be avoided wherever possible. They are 
full of explosives. They contain a tremen- 
dous amount of control (that counts), 
especially as far as the grantor-trustee is 
concerned. Where a provision of that nature 
is absolutely essential, the option contained 
in the Palmer case may be utilized. With 
all due respect to the Regulations, the courts 
are in the habit of differing from them, 
and the courts have the final say. 


Investments 


Some attention should be paid to the 
subject of investments by the grantor-trustee. 
The unlimited power ordinarily provided 
for that purpose is sometimes considered 
as one of the control elements. At the 
same time, statutory provisions for the 
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investment of trust funds are looked upon 
by some people as the ideal solution of that 
troublesome problem. 


It is not our intention to. make a com- 
parative analysis of such concepts. Our 
aim is rather to call attention to one very 
important phase of the subject. 


“Ordinarily, it is proper for a trustee to 
invest in government securities, such as 
bonds of the United States or of the States 
or of municipalities, in first mortgages on 
land, or in corporate bonds.” (Restatement 
of the Law of Trusts, { 227f.) 


Of course, even such investments must 
also be prudent, prudence being the prevail- 
ing test. 

There is no doubt that from the point of 
view of security, such investments are ad- 
visable. The yield, however, is very poor 
in comparison with that of other types of 
investments. But that is not our main 
concern, Inflation is the problem which 
needs consideration here. 


A study of wholesale commodity price 
indexes of the United States Bureau of 
Labor Statistics shows that in a period of 
ten years (1938-1948) the prices of com- 
modities have more than doubled. Hence, 
the purchasing power of the dollar has 
diminished accordingly. 


Admittedly, the period in question is an 
extraordinary one, but the problem men- 
tioned is not. The ebbs and flows in the 
purchasing power of the dollar are con- 
tinuous, even though their extent differs 
from time to time. 


The Restatement of the Law of Trusts 
(f 227m) contains excellent guides for a 
trustee in matters he should consider before 
making trust investments. There are nine 
excellent suggestions of that nature, but 
there is not one on the subject of inflation. 
Seemingly, that phase of investment has 
been overlooked or totally disregarded. Yet 
the figures of the United States Bureau of 
Labor Statistics on wholesale commodity 
prices speak volumes on the purchasing 
power of the dollar. Our only object in 
calling attention to it is to prove once more 
that not everything which glitters is gold, 
and that the subject of investment is a very 
difficult one at best. To consider the prob- 
lem only from the point of view of control 
is to miss its most difficult phase—that of 
investments. 


Income 


Income may be distributed currently or 
accumulated for future distribution. Where 
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it is distributed currently to designated 
beneficiaries, there is no problem. A prob- 
lem does exist, however, when income js 
accumulated for future distribution, whether 
because of express provisions of the trust 
agreement or primarily because of the exer- 
cise of discretionary powers granted to the 
trustee, particularly the settlor-trustee. 


During a beneficiary’s minority, accumu- 
lation of income is essential. Further, a 
limited amount of discretionary power, 
especially as to support and maintenance, 
is needed. 


A provision to that effect is proper and 
in harmony with the 1943 amendment of 
Section 167 of the Internal Revenue Code. 
It is expressly provided there that the income 
of a trust “shall not be considered taxable 
to the grantor,’ under circumstances therein 
mentioned pertaining to support and main- 
tenance of beneficiaries, “except to the extent 
that such income is so applied or distributed.” 
However, it is advisable to limit the appli- 
cation of this provision to occasions when 
the grantor is unable to supply the necessary 
support and maintenance. . (J. M. Leonard, 
CCH Dec. 14,516, 4 TC 1271.) 


After a minor beneficiary reaches the age 
of twenty-one, income should be payable to 
him in installments of an amount which 
the grantor deems necessary and proper. 
A provision to that effect should be manda- 
tory; no discretion should be left to the 
grantor-trustee. (David L. Loew, CCH Dec. 
15,270, 7 TC 363.) Where such discretion 
is essential, its application should be limited 
to emergencies, the nature of which can 
easily be specified. 


Possibility of Reverter 


The possibility of reverter is probably 
the most important element to be con- 
sidered in connection with the corpus, or 
principal, of a trust estate. There are other 
elements of importance. The limitations 
of space, however, will prevent us from 
making an analysis of these. 


The possibility of reverter (of the corpus 
to the grantor upon the beneficiary’s pre- 
deceasing him) either is the result a pro- 
vision in the trust agreement to that effect 
or occurs as a matter of law. 

In the Union Trust Company cases, supra, 
the grantor irrevocably conveyed the in- 
come of the trusts to the designated bene- 
ficiaries. Each trust agreement carried the 
following provision (in the nature of a 
possible reverter to the grantor): 
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“Tf the beneficiary should die before my 
[the grantor’s] death, then this trust shall 
thereupon revert to me and become mine 
immediately and absolutely.” 


The majority of the United States Supreme 
Court considered such a transfer as vested 
subject to be divested by an occurence (the 
beneficiary’s predeceasing the grantor) over 
which the grantor had no control. 


In Helvering v. Hallock, 40-1 ustc J 9208, 
309 U. S. 106, the Supreme Court recon- 
sidered its own decisions in the Union Trust 
Company cases, and came to the conclusion 
that in “determining whether a _ taxable 
transfer becomes complete only at death 
we look to substance, not to form.” 


The Court then continued: 


“Tt is perfectly plain that the death of 
the grantor was the indispensable and in- 
tended event which brought the larger estate 
into being for the grantee, and effected its 
transmission from the dead to the living, 
thus satisfying the terms of the taxing act 
and justifying the tax imposed.” 


From an estate tax point of view, the 


vesting of an estate in praesenti was thus © 


ended where a possible reverter provision 
was in existence. However, where such a 
possibility was remote, courts were inclined 
to disregard it until January 17, 1949, when 
the now-famous Spiegel decision (Estate of 
Spiegel v. Commissioner, 49-1 ustc J 10,703, 
335 U. S. 701) was handed down by the 
Supreme Court. What is meant by remote 
possible reverter will appear from the follow- 
ing analysis of this decision. 


Spiegel Case 


No better or more concise statement of 
facts in the Spiegel case could be made than 
that found in the Supreme Court’s opinion: 


“In 1920 Sidney M. Spiegel, a resident of 
Illinois, made a transfer by trust of certain 
stocks to himself and another. He died in 
1940. During his life the trust income was 
to be divided among his three children; if 
they did not survive him, to any of their 
surviving children. On his death the trust 
provided that the corpus was to be dis- 
tributed in the same manner. But no pro- 
vision was made for distribution of the 
corpus and its accumulated income should 
Mr. Spiegel survive all his children and 
grandchildren. For this reason the Govern- 
ment has contended that under controlling 
state law the property would have reverted 


to Mr. Spiegel had he survived his designated 
beneficiaries.” 
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The possibility of the grantor’s surviving 
all his beneficiaries was remote. Neverthe- 
less, it was there—and the “Tax Court’s 
finding of fact showed that the trust con- 
tained no provision for disposition of the 
corpus should the settlor outlive the bene- 
ficiaries.” 


The Supreme Court further stated that 
in view of all of these facts, “the settlor 
has not parted with all his presently exist- 
ing or future contingent interests in the 
property transferred.” 



























































As to the smallness of the contingent rever- 
sionary interest “in comparison with the total 
value of the corpus,” the Court’s answer was 
that “the inclusion of a trust corpus under that 
provision [Section 811(c)] is not dependent 
upon the value of the reversionary interest.” 


A bill is now pending before Congress to 
have the value of a possible reverter only 
(and not that of the entire estate, subject 
to such possible reverter) made subject to 
estate tax. But until this becomes the law 
of the land, the entire contents of an 
irrevocable trust will be subject to an estate 
tax if no provision is made for the disposition 
of the estate or the remainder thereof to 
others (and not to the grantor) in the 
event all beneficiaries predecease the grantor. 


It may be appropriate, however, to men- 
tion that the income of a trust estate, sub- 
ject to a possible reverter, is not taxed to 
the grantor. (Suhr v. Commissioner, 42-1 ustc 
{ 9321, 126 F. (2d) 283; Reginald B. Parsons, 
CCH Dec. 12,032, 44 BTA 1142; Schmidt 
Estate, CCH Dec. 13,907(M), 3 TCM 412.) 


Termination 


It is advisable to guard against possible 
misdeeds of beneficiaries. A spendthrift 
provision is, to some extent, an ancient 
precaution. 


With very few insignificant exceptions, 
contingent beneficiaries are provided; they 
are essential. When there are contingent 
beneficiaries, termination of the trust be- 
comes impossible, under state laws, no matter 
how essential it may be. Of course, a 
court of equity will do some rescue work. 
However, if there is any chance to avoid 
such cumbersome and expensive proceedings, 
the opportunity should be seized. 


The income tax phase of the matter is 
covered by Section 166 of the Internal 
Revenue Code. Even such termination as 
results in revesting the corpus in the grantor 
is allowed, provided, however, that the con- 
sent of the “substantial adverse” beneficiary 
is obtained. 
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The estate tax law on termination is 
covered by Section 811(d) of the Code. By 
the terms of this section, where termination 
is made by the grantor alone or by the 
grantor “in conjunction with any other 
person” (without regard to the beneficiary), 
the trust estate becomes subject to estate 
tax irrespective of its irrevocability or its 
vesting. 

On the assumption, therefore, that no 
reversion is expected and no revesting wanted, 
the proper solution to the problem is termi- 
nation by the designated primary beneficiary, 
provided that the written consent of the 
grantor is obtained. In the event of such 
termination, the corpus and the accumulated 
and undistributed income thereof, if any, 
should be vested in and turned over to 
that beneficiary. By this provision, a termi- 
nation occurs, if necessary, and guards are 
provided against unwise or premature termi- 
mation by the designated primary beneficiary. 


Regulations 


The new Regulations, promulgated by 
T. D. 5488 and amended by T. D. 5567, are 
an earnest and difficult attempt to provide 
specific guides to the interpretation of the 
Clifford decision (and the important deci- 
sions following it) and its application to 
irrevocable trusts. 
Regulations are less, and in other respects 
they are more, liberal than the sources from 
which they were derived. Such an attempt, 
even though far from successful, deserves 
consideration. 


The power of the Commissioner to issue 
such regulations is based primarily upon 
the general provisions of Section 3791 of 
the Internal Revenue Code, which enables the 
Commissioner “to prescribe and publish 
all needful rules and regulations for the 
enforcement of this title.” However, such 
procedure must sot be inconsistent with 
the spirit and nature of the respective law. 


The courts usually consider themselves 
more qualified than the Commissioner to 
interpret and apply the law. Hence, with 
certain exceptions, they proceed independently 
of the Commissioner’s rules and regulations, 
even though they render lip service to them. 


Be that as it may, Congress must first 
enact a law before regulations pertaining 
to the interpretation and application of 
that law may be provided. There is no 
provision in the Internal Revenue Code in 
reference to irrevocable trusts. The Com- 
missioner is concerned primarily with the 
so-called Clifford rule, but that rule is the 


In some respects, these © 


result of the Supreme Court decision and 
not an act of Congress. Besides, the Regu- 
lations fail to comply with the spirit or 
mandate of the Supreme Court in the 
Clifford case. 

The Regulations create rules and tests. 
They classify conditions, events and pro- 
visions. The taxability of a given trust 
depends upon its belonging to one class or 
another, and that is just the opposite of the 
Supreme Court mandate. In the Clifford 
case, the Court stated: 

“Our opinion here is that no one fact is 
normally decisive but that all considerations 
and circumstances of the kind we have men- 
tioned are relevant to the question of owner- 
ship and are appropriate foundations for 
findings on that issue.” (Italics supplied.) 

And in Kohnstamm v. Pedrick, 46-1 ustc 
9122, 153 F. (2d) 506 (CCA-2), Judge 
Learned Hand stated: 

" under Helvering v. Clifford 
we understand that we are to cumulate 
the elements of retained control, and say 
whether because of them the settlor re- 
mained ‘in substance’ the ‘owner’ of the 
trust fund.” 


1948 Revenue Act 


For many years the common-law states 
were very jealous of their community sisters. 
They knew very little about community 
systems. They did not know the difference 
between community and separate property 
and its effect taxwise. The term “expectancy” 
(similar to “dower interest”) and its tax 
meaning was totally foreign to them. They 
did not know anything about the attractive 
features of the community systems; what 
is more, they did not care. But they 
assumed that the community states were 
“setting away with murder” as far as federal 
taxes were concerned. 

Of course, there was nothing to prevent 
the common-law states from enjoying the 
same benefits or blessings as the community 
states enjoyed. All they had to do was to 
pass laws establishing the community sys- 
tem in their own domains. A few weak 
sisters did pass such laws, and apparently 
regretted doing so. But the great number 
of them did not care for the community 
system. They were anxious—very anxious 
—to get the “eats” but did not care much 
for the “prayer.” Thus, the 1948 Revenue 
Act made the dreams of the common-law 
states come true. They finally obtained 
the benefit of “splitting” income (as well 
as estates and gifts) without the necessity 
of establishing any community system. 
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What effect, if any, did the 1948 Revenue 
Act have on irrevocable trusts? 

In the first place, the act has to do 
primarily with spouses. It has no effect 
whatsoever upon other members of the family. 

The gift tax law encourages the “splitting” 
of estates. The 1948 act provides addi- 
tional inducements in that respect. A gift 
from a father to a son or daughter (out- 
right or via trust) from the father’s sepa- 
rate property in a community state or from 
his property in a common-law state, for 
example, is presumed to be a gift made one 
half from the father and the other half 
from the mother. Such a presumption en- 
titles each one of the donors to a $30,000 
gift tax exemption (besides the individual 
$3,000 items), making possible a $60,000 
exemption on the total gift. Thus, the 
1948 Revenue Act not only encourages the 
making of gifts, outright or via irrevocable 
trusts, to members of one’s family, as here- 
tofore, but provides additional inducements 
or benefits for doing so. 

The situation is different as far as spouses 
are concerned. From an income tax point 
of view, all one has to do is to combine 
the income of both spouses, ascertain the 
net portion of that income, divide into two 
halves, calculate taxes on the basis of one 
half and multiply the result by two. Estates 
and gifts, however, present a different problem. 

The 1948 Revenue Act did not change 
the nature of property ownership even in 
relation to one’s spouse; no federal act 
could do so. The ownership of separate 
property in community states has not changed 
one iota; nor has the ownership of property 
(in general) in common-law states changed 
to any extent. However, if the owner of 
separate property in a community state or 
of property (in general) in a common-law 
state transfers, by will, a certain portion of 
such property (not to exceed one half of 
the adjusted portion) to his spouse, with 
no strings attached, the estate taxes of the 
decedent will be credited with the amount 
of such transfer. 

Thus, the incentive to create irrevocable 
trusts in favor of one’s spouse is still in 
existence; but from a mere tax-saving point 
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of view it is not so strong. From any 
other point of view—e.g., that of making 
members of one’s family, including one’s 
spouse, economically and financially inde- 
pendent—no change whatsoever has occurred. 
In addition, scarcely any gift tax liability 
is attached to an irrevocable transfer for 
the benefit of one’s spouse if the transfer 
does not exceed one half of the total value 
of the donor’s estate. 


Conclusion 


The Clifford decision and the very impor- 
tant decisions following it served greatly 
to clarify the position of long-term irrevo- 
cable trusts. 

The existence of short-term trusts, similar 
to the trust in the Clifford case, became 
impossible. Long-term trusts with reserva- 
tions to change beneficiaries and/or benefits, 
or to buy from and sell to the trust, on 
terms designated by the grantor, also were 
made impossible by the tremendous control 
element. With these exceptions, the exist- 
ence of long-term irrevocable trusts has 


_ been made more solid and enduring than 


heretofore. 

As to the Regulations, they will probably 
be amended from time to time until they 
finally express the spirit and understanding 
of the courts on the subject. Good draft- 
manship may even satisfy the present re- 
quirements of the Regulations in reference 
to long-term trusts. 

The 1948 Revenue Act has no effect on 
irrevocable trusts where the designated bene- 
ficiaries are others than the grantors’ spouses. 
Additional induceménts to create such trusts 
are provided. 

It must not be forgotten that the provisions 
of the 1948 act which affect spouses are 
optional for owners of separate property 
in community states and for owners of 
property in general in common-law states. 
While tax inducements to comply with the 
terms of the 1948 act are provided, com- 
pliance is not mandatory. The reason for 


making an irrevocable trust where the spouse 
is the sole beneficiary lies in a realm which 
has nothing to do with taxes, but which 
[The End] 


nevertheless is very important. 








“Reputation and learning are akin to capital assets, like the good will of an 
old partnership. For many, they are the only tools with which to hew a pathway to suc- 
cess. The money spent in acquiring them is well and wisely spent.”—Mr. Justice 
Cardozo in Welch v. Helvering, 3 ustc § 1164, 290 U. S. 111. 
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MORE ON: 
CAN CASH HAVE A BASISPI 


The Rebuttal 


When Mr. Roehner wrote “Can Cash Have a Basis of Less than Cash?” for our June, 
1949 issue, Mr. Schlesinger felt, and quite naturally so, that he deserved a right to reply. 
His article—“Caveat Reiterated: Planning Partnership Liquidations to Avoid Risk of 
Taxable Gain”—was published in the August issue. 


After the appearance of this article, Mr. Roehner requested a right to a rebuttal. We 
have no desire to act as judge or mediator, so we showed Mr. Roehner’s manuscript (the 
one below) to Mr. Schlesinger, who prepared the surrebuttal which appears on the opposite 
page. This surrebuttal we showed to Mr. Roehner, so these two very excellent tax attorneys 
know that each feels he has the better position in the argument—after all, unreconciled 


By EDWARD T. ROEHNER 


points of view make litigation. 


ME: SCHLESINGER has disagreed’ 
4+V with my criticism* of his reasoning * 
on the allocation of bases in partial partner- 
ship liquidations. Mr. Schlesinger ham- 
mered away at what he called my confusion. 
I shall try to demonstrate that instead of 
showing that I was confused, his article 
revealed in his interpretation of Section 
113(a)(13) of the Internal Revenue Code 
an error which I had not attributed to him. 
I had attributed to him the same view that 
Rabkin and Johnson, whom he twice refers 
to as eminent authorities, held: that under 
G.C.M. 20251, when appreciated assets are 
distributed in a partial partnership liquida- 
tion, not only is the basis of the assets 
distributed increased in the proportion which 
their fair market value bears to that 
of all the assets, but the basis of the re- 
tained assets is also changed in the pro- 
portion which their fair market value bears 
to that of all the assets. According to Mr. 
Schlesinger, however, only the basis of the 
assets distributed is increased; that of the 
retained assets remains unchanged. 


I had disagreed in my article with Rab- 
kin and Johnson’s interpretation of G.C.M. 


1“Caveat Reiterated: Planning Partnership 
Liquidations to Avoid Risk of Taxable Gain.’’ 
TAXES—The Tax Magazine, August, 1949, p. 731. 

2“Can Cash Have a Basis of Less Than 
Cash?’ TAxES—The Tax Magazine, June, 1949, 
p. Sit. 


20251.° Their interpretation of the G.C.M. 
was that where, in a partial partnership 
liquidation, all assets other than cash are 
distributed, the basis of the partnership in- 
terests is to be allocated among all the 
assets, including cash, on the basis of their 
market value. This would mean that cash 
would usually have a basis other than cash. 
My disagreement with Rabkin and Johnson 
was solely as to whether the G.C.M. cor- 
rectly interpreted the statute, and whether 
the G.C.M., which discussed only the situa- 
tion where a partnership had no cash, was 
intended to apply to cases where the part- 
nership retained the cash and distributed 
the other assets. s 

My disagreement with Mr. Schlesinger 
was of another kind. I did not follow his 
original reasoning; nor has his attempted 
refutation of what I said affected my posi- 
tion. His argument showed that instead of 
understanding that the basis of the partnership 
interest is to be allocated to all the assets 
(something which Rabkin and Johnson do 
not dream of questioning), he believes that 
the basis of the assets retained is not af- 
fected by a partial distribution in kind. His 





3‘**Thin’ Incorporation: Income Tax Ad- 
vantages and Pitfalls,’ 61 Harvard Law Re- 
view 50 (1947). 

4 1938-2 CB 169. 

5 “The Partnership Under the Federal Tax 
Laws,”’ 55 Harvard Law Review 909 (1942). 
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BELIEVE that Mr. Roehner has fallen 

into the same error—and this is an ex- 
tremely fundamental one—into which he fell 
in his original article. That is, Mr. Roehner 
fails to distinguish between (1) the basis 
of undistributed assets to the partnership and 
(2) the basis of the partnership interest 


and/or the basis of assets distributed to the. 


individual partners. 


The confusion is well illustrated in the 
very first paragraph of Mr. Roehner’s pres- 
ent article, where the following sentence 
occurs: “According to Mr. Schlesinger, 
however, only the basis of the assets dis- 
tributed is increased; that of the retained 
assets remains unchanged.” (Italics supplied.) 


I could fairly shout from the housetops 
how elementary is the proposition that the 
basis of retained assets does remain un- 
changed. The partnership is a continuing 
entity, and any allocation on partial distri- 
bution is as between the assets received and 
the remaining partnership interest. But one 
must not confuse the basis of the remaining 
partnership interest to the partners with the 
basis of the undistributed assets to the part- 
nership. It is the latter which remains un- 
changed. It is perfectly true that the basis 
of the remaining partnership interest to the 
partners might be more or less than the 
basis of assets (and these assets might be 
cash) to the partnership; but the fact still 


main attack on my position is based on this 
misconception—a misconception I would not 
have dreamed of attributing to him. Al- 
though Mr. Schlesinger refers to the Rabkin 
and Johnson article, and therefore presum- 
ably has read it, he does not know that they 


The Surrebuttal 


By M. R. SCHLESINGER 


remains that the basis of those undistributed 
assets is not changed. Accordingly, under 
the Bureau rule, it is impossible for the 
“basis of cash to be less than cash.” 


I cannot emphasize enough my feeling 
that Mr. Roehner is falling into a very grave 
error—and that because he fails to appre- 
ciate the very fundamental distinction on 
which I have been hammering. 


Incidentally, the distinction between the 
basis of a partnership interest to the part- 
ners and the basis of assets retained in the 
business to the partnership has been more 
recently explored in Brookes, “The Strange 
Nature of the Partnership Under the In- 
come Tax Law,” Tax Law Review, Novem- 
ber, 1949, page 35, particularly at pages 
44-45. At pages 44-45 Mr. Brookes deals 
with the situation where one of several part- 
ners sells his partnership interest, and he 
points out that in litigation it has been estab- 
lished that the basis of the assets to the part- 
nership is unaffected. Again, in this situation, 
as in the case of a partial distribution, one 
must distinguish between the basis of a part- 
nership interest to the partners and the 
basis of assets to the partnership. In all of 
this discussion I have never espoused the 
view that that distinction should be taken; 
but I insist that the Bureau in its rulings 
has taken that view, whether it be right or 
wrong. 






said in it, long before I wrote my article, 
that in the case of a partial partnership 
liquidation, in which only cash is retained 
and appreciated assets have been distrib- 
uted, cash would have a basis of less than 
cash, for he writes: 





® Op. cit., footnote 1, p. 731. 
Basis of Cash 





“Edward T. Roehner erroneously states 
my position to be that ‘cash can have a basis 
of less than cash’. So far as can be ascer- 
tained, no one has ever previously discussed 
Mr. Roehner’s question, presumably because 
the answer is so obviously in the negative.” 

To summarize: (1) Rabkin and John- 
son and I are in agreement that under the 
G.C.M., where a partnership which has no 
cash makes a partial distribution in kind, 
there is to be an allocation of basis among 
all the assets, including the assets retained. 
(2) Rabkin and Johnson and I disagree as 
to the procedure required under the G.C.M. 
when cash is retained. They would treat 
cash in the same way as any other asset. 
My position is that there is to be no allo- 
cation of basis to cash, but that cash is to 
be subtracted from the basis of the partner- 
ship interest, which is then to be allocated 
to the other assets in proportion to their 
fair market value. (3) Mr. Schlesinger be- 
lieves that the basis of the assets retained 
is not to be affected by the partial distribu- 
tion. He believes that the assets distributed 
are to be allocated such portion of the part- 
ner ship interest as their fair market value 
bears to that of all the assets, but that the 
basis of the assets retained is not to be 
affected by the partial liquidation. 

Mr. Schlesinger’s position is based pri- 
marily on an Income Tax Unit’ ruling issued 
ten years before the enactment of Section 
113(a) (13), which governs the situation we 
are discussing. This ruling held that upon 
a complete liquidation the cash is to be 
subtracted from the basis of the partnership 
interest, which is then to be allocated to 
the other assets in proportion to their fair 
market value. How this ruling supports 
Mr. Schlesinger’s position I did not, and 
cannot, grasp. I might add that neither 
G.C.M. 20251 nor the Rabkin and Johnson 
article refers to the ruling. If anything, the 
ruling should mean the opposite of what 
Mr. Schlesinger says it means; it should 
support my position and mean that cash 
should be subtracted from the basis of the 
partnership interest, which is then to be 
allocated to the other assets on the basis 
of fair market value at the time of liquida- 
tion—that was what was done in the ruling. 

Mr. Schlesinger, on the first page of his 
disagreement with my criticism, twice refers 
to the ruling by the Income Tax Unit as 
involving a “partial liquidation”; but two 
pages later, under the heading “Published 
Rulings,” he correctly refers to it as involv- 
ing a complete liquidation. 





7T. T. 2010, III-1 CB 46 (1924). 
8 Op. cit., footnote 1, p. 732, footnote 10. 


128 


Mr. Schlesinger says: * 


“Mr. Roehner seems to confuse and to 
view as interchangeable or synonymous con- 
cepts, the basis of assets to the partnership 
and the basis of a partnership interest to 
a partner. Thus, he says (op. cit. at p. 517): 


“*The three authors maintain, to take 
the illustration furnished by Rabkin and 
Johnson, that if E and F each contribute 
$5,000 in cash to a partnership, a total of 
$10,000, and the partnership buys securities 
for $4,000 and distributes them to the part- 
ners when they increase in value to $6,000, 
the basis of the securities to the partners is 
$5,000, which leaves a basis of $5,000 for the 
cash of $6,000 still in the partnership.’ 
(Italics supplied.)” 


If Mr. Schlesinger will turn to the Rabkin 
and Johnson article,® he will find that they 
use the same language which he itali- 
cized as confusing when emanating from me. 
They say: 

“To balance this windfall [assets worth 
$3,000 with a basis of $2,500] E must take 
a $2,500 basis for his one-half interest in the 
$6,000 cash retained by the partnership.” 


The position of Rabkin and Johnson is, 
thus, the same as mine—that so much of 
the partnership interest as remains after the 
amount allocated to the assets distributed 
in kind has been subtracted must be allo- 
cated to the assets retained. This is borne 
out by the history of Section 113(a)(13), 
a complete discussion of which is found in 
the Rabkin and Johnson article. The Board 
of Tax Appeals had held, prior to the enact- 
ment of this subsection, that if a partnership 
was formed and one of the partners con- 
tributed assets to the partnership, the basis 
for gain or loss to the partnership was the 
value at the time of contribution. This 
meant that the appreciation in value at the 
time the partnership was formed was not 
taxable when the assets were sold, but was 
taxable only on the liquidation of the part- 
nership. The Ways and Means Committee 
report said in regard to Section 113(a) (13): 


“The committee proposes two important 
changes in connection with the basis pro- 
visions for the purpose of making it entirely 
certain that there can be no use of the 
partnership as a medium of tax avoidance 
in cases of sales of property which has 
appreciated in value. The result of the pro- 
visions of section 113(a)(13) is that if prop- 
erty is purchased by a partnership the basis 
shall be its cost; but if the property is 
paid in by a partner then the basis to the 


® Op. cit., footnote 5, p. 923. 
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partnership shall be the cost or other basis 
to the partner. ... Paragraph (13) fur- 
ther provides that if property is distributed 
in kind by a partnership to a partner, the 
basis to the partner shall be a proper pro- 
portionate part of the cost or other basis 
to him of his interest in the partnership. 

“.. . the committee believes that it has 
eliminated the opportunities for tax avoid- 
ance which its investigations and investiga- 
tions of other congressional committees have 
disclosed.” 

The Senate Finance Committee report 
adopted this language.” 


It was intended by this subsection that 
the basis of the assets retained after a par- 
tial liquidation should be the same as that 
of the partnership interest. Rabkin and 
Johnson recognize this. In that, we are in 
agreement; we part company as to their 
belief that under the G.C.M., cash is an asset 
to which part of the partnership interest is 
to be allocated upon a partial liquidation. 

Mr. Schlesinger presents the case™ of a 
partnership which is formed with an invest- 
ment of $300,000 in cash. Government bonds 
are purchased for $100,000, and remain un- 
changed in value at the time of partial liq- 
uidation. Stock is purchased for $200,000 
and increases in value to $900,000. The stock 
is distributed in a partial liquidation. Mr. 
Schlesinger writes that the G.C.M. contains 
the “Treasury Department’s published view” 
that the basis of the stock is to be increased 
to $270,000 (900,000/1,000,000 of $300,000), 
but that the basis of the bonds retained is 
to remain unchanged. The G.C.M. nowhere 
states or implies that view; such a view 
would fly in the face of Section 113(a)(13), 
which, as the quotation from the com- 
mittee report shows, was intended to avoid 
any deferment of tax after the sale of an 
asset by the partnership. Mr. Schlesinger 
wrote in apparent ignorance that Rabkin 
and Johnson take, as already shown, the po- 
sition which I take: that under the G.C.M. 
the basis of the assets retained must be re- 
duced to compensate for any increase in 
the basis of the assets distributed. Mr. Schles- 
inger would interpret a statute which was 
intended to avoid the deferment of tax to 
provide for the deferment of tax. Certainly 
the opinions of the courts in tax cases give 
no encouragement to this absurd result. 


I wrote that in allocating basis on a par- 
tial liquidation no allocation can be made 
to cash, but that cash must be subtracted 
from the basis of the partnership interest, 

# 1929-1 CB (Part 2) 600. 


1 Op. cit., footnote 1, pp. 731-732. 
13 Tbid., p. 735. 


Basis of Cash 


and that the remaining basis of the partner- 
ship interest is then allocated to the other 
assets on the basis of their fair market value. 
Mr. Schlesinger writes: ” 


“There is no warrant for carving out this 
exception. Both the [committee] report and 
the G.C.M. speak of allocation as between 
assets received and remaining interests in 
the partnership when ‘one-half of its assets’ 
is distributed. In stating that the ‘one-half’ 
refers to market values, the G.C.M. makes 
no exception where cash is withheld. And 
Mr. Roehner’s excising that situation from 
those official views is singular—first, be- 
cause the language of those views admits 
of no qualification; second; because, given 
a partial partnership liquidation, the with- 
holding of cash is probably the usual pat- 
tern. Why carve out an exception which 
will operate with at least as much frequency 
as the unqualifiedly stated rule?” 


To answer his second objection first, I 
do not understand it. If Mr. Schlesinger 
means that in the usual partial partnership 
liquidation the partnership withholds cash, 
I do not understand how that is an objec- 
tion to the interpretation I advance. 


Mr. Schlesinger’s first objection is that 
since the committee report and the G.C.M. 
make no specific exception where cash is 
withheld, “Mr. Roehner’s excising that sit- 
uation from those official views is singular 
. . . because the language of those views 
admits of no qualification.” 

Mr. Schlesinger is using the dictionary 
definition of cash as an asset. Since my 
article was published, a book by Judge Je- 
rome Frank has been published. Referring 
to Judge Learned Hand, Judge Frank says :™ 


“Again and again he has criticized the 
dictionary theory of statutory construction. 
It is, he said in a recent opinion, ‘one of the 
surest indexes of a mature and developed 
jurisprudence not to make a fortress out of 
the dictionary, but to remember that stat- 
utes always have some purpose or objection 
to accomplish, whose sympathetic and imag- 
inative dfscovery is the surest guide to their 
meaning’ [Cabell v. Markham, 148 F. (2d) 
137, 7390.” 

This quotation shows that what I did was 
not “singular,” but something the courts do 
whenever a statute is before them for inter- 
pretation; and only by following the meth- 
ods the courts use in interpreting a tax 
statute can a tax counsel properly advise his 
clients. [The End] 


13 Frank, Courts on Trial (Princeton Uni- 
versity Press, 1949), p. 300. 
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By MURRAY HILLMAN 


DETERMINING A FAIR BASIS}FC 


Vice President, American Management Counsel 


New York City 


HE PURPOSE of Section 721 of the 

Internal Revenue Code is to determine 
how much abnormal income experienced 
during the war years was derived from the 
uniqueness of a patent or an invention, and 
thus attributable to the years of develop- 
ment. The sales of a given product at any 
point in time is a function of many diversi- 
fied forces—forces which are constantly 
bombarding the sales volume simultaneously. 
The difficulty in separating abnormal income 
into its various components has not only 
been recognized by taxpayers who must 
determine net abnormal income attributable 
to the uniqueness of the patent or the in- 
vention, but also by the Tax Court, whose 
function it has been to judge and decide 
what constitutes reasonable net abnormal 
income under Section 721 (a) 2 (c) of the 
Code. For example, in Ramsey Accessories 
Manufacturing Corporation, the Tax Court 
held:* 

“Profits are usually due to a combina- 
tion of circumstances, including the avail- 
ability of a salable product, capable 
management and salesmanship, and an ade- 
quate plant. Any increase in sales is prob- 
ably due to a combination of some ‘or all 
of such factors... . The difficulty of making 
the essential allocations precisely or even 
satisfactorily is obvious.” 


The same difficulty of separating net ab- 
normal income into its various components 
has been noted in Rochester Button Com- 
pany* and numerous other decisions. 


The methods used in the Knight Ma- 
chinery® case to determine the amount of 
net abnormal income due to the uniqueness 


1CCH Dec. 16,303, 10 TC 482. 
2 CCH Dec. 15,321, 7 TC 529. 
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of the patent or invention has not been 
accepted in subsequent cases appearing be- 
fore the Tax Court. This is due, in part, 
to the fact that a single index, such as the 
one used in the Knight Machinery case, can- 
not make all of the adjustments in net 
abnormal income called for by the statute. 
Consequently, it is recommended from the 
economic point of view that the latest de- 
veloped and available statistical methods be 
employed—which very closely follows the 
instructions set forth in Section 721. The 
law is quite specific on what items are and 
are not to be included in determining net 
abnormal income due to the uniqueness of 
the patent or invention. For example, the 
Regulations state:* 


“Items of net abnormal income are to 
be attributed to other years in the light of 
the events in which such items had their 
origin, and only in such amounts as are 
reasonable in the light of such events. To 
the extent that any items of net abnormal 
income in the taxable year are the result of 
high prices, low operating costs, or increased 
physical volume of sales due t6 increased 
demand for or decreased competition in the 
type of product sold by the taxpayer, such 
items shall not be attributed to other tax- 
able years. Thus, no portion of an item is 
to be attributed to other years if such item 
is of. a class of income which is in excess 
of 125 percent of the average income of the 
same class for the four previous taxable 
years solely because of an improvement in 
business conditions. In attributing items of 
net abnormal income to other years, partic- 
ular attention must be paid to changes in 

3W. B.- Knight Machinery Company, CCH 


Dec. 15,038, 6 TC 519. 
* Regulations 112. Section 35.721-3. 
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IN SECTION 721 


SUGGESTING THE USE OF THE STATISTICAL METHOD 
OF MULTIPLE CORRELATION TO BREAK DOWN ABNOR- 
MAL INCOME INTO ITS CONTRIBUTORY COMPONENTS 


those years in the factors which determined 
the amount of such income, such as changes 
in prices, amount of production, and demand 
for the product.” (Italics supplied.) 


Eitel-McCullough Case 


The paying of “particular attention” to 
the “factors which determined the amount 
of such income” has come to be one of the 
crucial determinants of the success or failure 
of many Section 722 claims. In some cases 
where no endeavor was made to segregate 
income attributed to the improvement of 
business conditions from income that was 
attributed to research and development, the 
request for relief was met with failure. In 
Eitel-McCullough, Inc., the Tax Court held:* 


“Undoubtedly, some of the petitioner’s in- 
come in both periods . . . was due to manu- 
facturing. On the record made, however, 
we cannot make even an approximation of 
an amount of such development income as 
contrasted with manufacturing income. 
Throughout the base period albeit some part 
of the income was due to development, we 
also know that much of it was due to sales 
effort and manufacturing efficiency. ... 


“Thus it is, in sum, that on the issue of 
applicability of section 721 we find that peti- 
tioner has failed to prove certain affirmative 
factors or disprove certain negative factors 
basic to granting the relief sought.” 


It is important to note that relief in the 
Eitel-McCullough case has been denied, not 
because the taxpayer did not have a class C 
income, but because of the failure of the 
taxpayer to break down the abnormal in- 
come to its contributory components. 


5 CCH Dec. 16,171, 9 TC 1182. 
Section 721 





In the Ramsey case, the same difficulty of 
segregating income was observed. However, 
the Tax Court decided on a rather arbi- 
trary adjustment of abnormal income, and 
granted relief. In conclusion, the Tax Court 
stated, “It is entirely possible that the 
allocation made by one person would never 
match that made by another.” However, 
the method of allocating net abnormal in- 
come to the various components, which we 
feel should be used, has the distinct ad- 
vantage of being objective, i.e., one person’s 
computations would be identical to those of 
another person, as well as accurate. In 
addition, it is the only method thus far de- 
signed which can cope with the difficult 
problem of allocating income to its various 
contributory components. 


The statistical method is commonly known 
as multiple correlation. Multiple correlation 
will not only help determine which of the 
various forces have a direct influence upon 
the sale of the taxpayer’s products, and 
hence its net income, but will also evaluate 
the weight of each of these sales-determining 
forces. There are many forces which are 
bombarding the sales of a new product, of 
which the improved business conditions and 
the uniqueness of the new product are only 
two. The technique of multiple correla- 
tion, which permits the analysis of any 
one of these forces upon the sales of the 
new product while the influence of other 
sales-determining forces are held statistically 
constant, is obviously especially adept for 
dealing with the problems of simultaneous 
forces and how each sales value can be 
analyzed with respect to each of its con- 
tributory forces. Thus, the all-important 
problem of segregating the influence of im- 
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proved business conditions and other factors 
mentioned by the statute from-the net ab- 


normal income can now be objectively 
handled. 


The statute’s definition of improved busi- 
ness conditions cited above included factors 
such as high prices, low operating costs 
and increased physical volume of sales due 
to increased demand and jJecreased competi- 
tion. In addition to these elements which 
are included in improved business condi- 
tions, we feel that the effect of any abnor- 
mally large increase in the selling and 
promotional effort expended on a new prod- 
uct should be considered and subtracted 
out in determining the net amount of income 
due to the uniqueness of the new product. 


Although all of the items mentioned 
above may have some influence upon net 
abnormal income, we feel that certain of 
these items first have a direct influence upon 


sales, and then a corresponding effect upon 
income. Other items, such as “low operation 
costs,” have a direct effect upon income and 
only an indirect effect, if any at all, upon 
sales. Consequently, one should first analyze 
all of the factors influencing sales, and then 
analyze the factors influencing income in 
order to arrive at net abnormal income due 
to the uniqueness of the patent or invention. 


Once the correlation has explained and 
quantitatively measured the influence of the 
various factors bombarding sales and in- 
come, the estimating equation computed in 
conjunction with the multiple correlation 
can be used to make the quantitative de- 
flations called for in Section 721. It is only 
when all of the deflations called for are 
made that one can determine the amount 
of net abnormal income due to the unique- 
ness of the patent or invention and establish 
a fair basis for relief. [The End] 


NEW YORK BAR HOLDS ANNUAL MEETING 


One daily session of the New York State Bar Association’s seventy-third 
annual meeting was given over to taxation. The meeting was held at the House 
of the Association of the Bar of the City of New York, 42 West 44th Street, on 
January 27 and 28. Harold J. Gallagher, president of the American Bar Associa- 
tion, delivered the annual address; officers were elected for the ensuing year. 


The Section on Taxation met on January 28, with Neil G. Harrison, president 
of the New York Association, presiding at the morning session. Roswell Magill, 
of New York City, discussed the question: “Can Federal Taxes be Reduced?” 
The address by Dr. Robert Johnson, Philadelphia, chairman of the Citizens 
Committee for the Hoover Report, was entitled: “It’s Late—It’s Later Than You 
Think.” A memorial to Daniel J. Kenefick, former president of the association, 
was presented by Joseph H. Morey of Buffalo. ' 


Past President Robert E. Lee presided during the afternoon session, when 
Thomas J. Lynch, general counsel for the United States Treasury, talked to the 
group. Brady C. Bryson, New York City, discussed “1950 Tax Problems” and 
Judge Marion J. Harron of the Tax Court of the United States talked about “The 
Process of Decision in the Tax Court, a Trial Court.” 
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PERSONAL LIABILITY 





A Bogeyman for the Estate Fiduciary 


By RICHARD P. HADLEY 
Attorney, New York 


Associated with the firm of Reynolds, Richards & McCutcheon 





An executor should make some inves- 
tigation of the returns of 
the decedent 


NLESS the executor or administrator’ 

of an estate is cautious, he may find 
himself saddled with personal liability as a 
result of unpaid income tax assessments 
issued against his decedent or the estate. 
Such personal liability, if any, as a matter 
of substantive law, arises under Sections 
3466 and 3467 of the Revised Statutes.” 


Section 3466 creates a priority in payment 
in favor of debts due to the United States 
“whenever the estate of any deceased debtor, 
in the hands of the executors or administra- 
tors, is insufficient to pay all the debts due 
from the deceased.” 


Section 3467 provides: 


“Every executor, administrator, or assignee, 
or other person who pays, in whole or in 
part, any debt due by the person or estate 
for whom or for which he acts before he 
satisfies and pays the debts due to the 
United States from such person or estate, 
shall become answerable in his own person 
and estate to the extent of such payments 
for the debts so due to the United States, 
or for so much thereof as may remain due 
and unpaid.” 


Under the cases decided to date, it seems 
fairly well settled that these two sections 
are interdependent, in that the priority granted 
by Section 3466 must exist before the per- 


sonal liability of the executor will arise un- 
der Section 3467.2 Thus, the act which 
causes the personal liability to arise is the 
payment or distribution of assets which re- 
sults in insolvency. Hence, if the executor 
can show that he still holds sufficient assets 
in his fiduciary capacity to satisfy the debt, 
personal liability does not attach even though 
he has paid other debts and made partial 
distribution of the assets to the takers of 
the estate.* 


Apparently the Commissioner of Internal 
Revenue is not wholly satisfied with this 
interpretation. See his Regulations 105, 
Section 81.99, which interpret Section 3467 
for estate tax purposes, and which provide 
in part: 

“If the executor, before paying all the 
estate tax, pays, in whole or in part, any 
debt due by the decedent or the decedent’s 
estate, or distributes any portion of the 
estate, he is personally liable, to the extent 
of such payment or distribution, for so much 
of the estate tax as remains due and unpaid.” 


In spite of the sweeping language of Sec- 
tion 3466, the priority accorded the United 
States is not absolute over all debts of the 
estate. For instance, it seems clear that even 
where an estate ab initio is hopelessly insol- 
vent, such items as reasonable funeral and 
administration expenses and a widow’s ex- 
emption constitute proper prior payments. 
Where such payments have been made, the 
courts have refused to impose personal lia- 
bility under Section 3467.5 


1 Hereinafter the word ‘‘executor’’ will be 


used to denote ‘‘executor or administrator.”’ 

231 USCA Sections 191 and 192 (as amended 
by the Revenue Act of 1934). 

3 See extensive annotations to 31 USCA Sec- 
tions 191 and 192. 

* Although no income tax cases were found 
on this point, the following estate tax case 
involving transferee liability seems in point: 
Florence McCall et al., CCH Dec. 7608, 26 
BTA 292. 


Personal Liability 


5 See Jessie Smith, Executrix, CCH Dec. 7275, 
24 BTA 807, where the Board of Tax Appeals 
said: ‘‘The funds in her hands as executrix, 
after the payment of only a portion of the 
widow’s allowance and expenses of protecting 
the estate, amounted to nothing. We do not 
think, therefore, that she is liable in her own 
person for the Government taxes under Section 
3467 of the Revised Statutes.”’ 
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The two sections do give rise to personal 
liability, however, whenever the estate is 
insufficient to pay all the debts. Thus, if 
the executor distributes a clearly solvent 
estate while the debt is still owing to the 
United States, he may find himself per- 
sonally liable for the debt. In such an 
event, his only recourse would be to seek 
reimbursement from the distributees. The 
effectiveness of this measure would depend 
upon the vagaries of local law and the avail- 
ability and solvency of the distributee. As 
a result, the executor might well find him- 
self without any collectible claim. 

The word “debts” has been construed to 
include liability for taxes;’ and taxes are 
debts on the due date for the filing of the 
tax return, even though no assessment has 
been made by the Commissioner.’ The per- 
sonal liability, if any, of the fiduciary arises 
at the time the sections are violated. The 
extent of the liability, which is measured 
by the payment of nonpriority debts, includes 
the amounts distributed to the beneficiaries 
of the estate. However, if the statute of 
limitations for assessment or collection of 
the tax has run in favor of the taxpayer, it 
would seem clear that the executor could 
not incur personal liability as a result of 
distributions.” In such a case, no valid debt 
would seem to be due to the United States. 





“U. B. &. 
Supp. 213. 

™ Price v. U. S., 1 ustc § 158, 296 U. S. 492. 

8 Elna 8S. Evans, CCH Dec. 4035, 12 BTA 334. 

®U. S. v. Munroe, supra. 

The personal liability of the executor or 
administrator is based on the failure to pay 
a tax liability of the decedent or of the estate. 
Therefore, if such basic liability has been ex- 
tinguished by failure of the Commissioner to 
act, then the personal liability also has been 


Munroe, 46-1 ustc { 9219, 65 F. 
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What cases there are involving the fore- 
going substantive liability on account of un- 
paid assessments covering returns filed by 
the taxpayer during his lifetime indicate that 
the courts have been reluctant to impose 
personal liability on the executor for the 
acts of the decedent, in the absence of a 
showing that the executor had knowledge 
of the liability... The theory of these cases 
seems to be based on the notion that per- 
sonal liability is penal in nature and hence 
should be availed of only in clear cases. As 


was said by the court in Livingston v. 
Becker:™ 


“T conclude: (a) that the Statute relied 
on and which creates a personal liability in 
favor of the U. S. and against the trustee is 
highly penal; (b) that notice of the existence 
of a tax due the U. S. must be given to the 
trustee at least to the extent of bringing 
home to him such facts as to put a reason- 
able and prudent person on inquiry.” 





However, the broad language found in the 
case of Irving Trust Company™ at least 
throws some shadow on the advisability of 
taking such cases at face value. The Board 
of Tax Appeals said: 


“But the courts have held, in interpreting 

Section 3467, that in order to render a trus- 
tee personally liable, it must appear that 
the trustee is chargeable with knowledge of 
the debt due to the United States. 
If the trustee has knowledge of the debt, 
it matters not how that knowledge was 
obtained. ‘It is enough if the trustee 
be in possession of such facts as that a 
faithful and fair discharge of his duty would 
put him on inquiry’.” 

Thus, an executor should make some in- 
vestigation of the returns of his decedent. 
Just how extensive this investigation should 
be seems an open question at present. One 
writer suggests that the executor would be 
personally liable if he failed to disclose a 
decedent’s fraud.“ At what point, short of 
fraud, will the line be drawn? 


There is an indication that the executor 
will be and should be held to stricter rules 
of personal liability where his own returns 


extinguished. See U. 8. v. Motsinger, 41-2 
ustc { 9747, 123 F. (2d) 585. 

11 Livingston v. Becker, 1 ustc { 432, 40 F. 
(2d) 673; Irving Trust Company, CCH Dec. 
9684, 36 BTA 146. 

12 Supra, footnote 11. 

13 Ibid. 

44See Harry T. Devine, ‘‘Voluntary Disclo- 
sure of the Decedent’s Fraud,’’ TAxEs—The 
Tax Magazine, April, 1948, p. 308. 
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are involved “—the return for the decedent 
for the period immediately prior to death 
and the estate returns during the period of 
administration. 


Enforcement of Personal Liability 


If we assume as a matter of substance, 
then, that the executor has incurred personal 
liability, the question of enforcement arises. 


Prior to the Revenue Act of 1926, the 
Commissioner’s sole remedy for enforcing 
personal liability was to institute action- 
against the executor individually, after ob- 
taining an assessment or judgment against 
the estate.* This was not entirely satis- 
factory, and resulted in the enactment of 
Section 280 of the Revenue Act of 1926, 
relating to the assessment of taxes against 
transferees and to the assessment of the lia- 
bility under Section 3467. The need for this 
section, in connection with personal liability, 
appears in the following extract from the 
Senate reports:” 


i" there are a number of situations in 
which, without reference to any principle of 
the trust fund doctrine or similar theory, 
independent liability arises in respect of a 
person other than the taxpayer by reason 
of failure to pay from the taxpayer’s estate 
the tax due from the taxpayer. An example 
of this is Section 3467, Revised Statutes, 
under which every executor, administrator, 
or assignee, or other person, who pays any 
debt due by the person or estate from whom 
or for which he acts, before he satisfies and 
pays the debts due to the United States from 
such person or estate, shall become answer- 
able in his own person or estate for the 
debts due to the United States, or for so 
much thereof as may remain due and unpaid. 


“Under existing law proceedings for the 
enforcement of liabilities such as those here- 
tofore discussed are solely by court pro- 
ceedings. No proceeding before the board 


1% Regulations 111, Section 29.162, which pro- 
vide: ‘‘Liability for the payment of the tax 
attaches to the person of the executor or ad- 
ministrator up to and after his discharge if 
prior to distribution and discharge he had 
notice of his tax obligations or failed to ex- 
ercise due diligence in ascertaining whether 
or not such obligations existed.”? (Italics sup- 
plied.) See also U. 8S. v. Hurst, 1925 CCH 
{ 7017, 2 F. (2d) 73. 

1% Anna G. Phillips v. Commissioner, 2 ustc 
| 743, 283 U. S. 589. 

17 69th Congress, 1st Session, Vol. 1, pp. 29-30. 

18 Section 280(b). 

12 Code Section 276(c). 

22°The Report of the Ways and Means Com- 
mittee, 70th Congress, 1st Session, on H. R. 2, 
provides: ‘‘Under existing law the government 
has six years in which to collect income taxes 


Personal Liability 


for the redetermination of a deficiency and 
for the ultimate enforcement by assessment 
and distraint may be had. 


“It is the purpose of the committee’s 
amendment to provide for the enforcement 
of such liability to the Government by the 
procedure provided in the act for the en- 
forcement of tax deficiencies. It is not pro- 
posed, however, to define or change existing 
liability.” 


Period for Assessment 


The period for assessment was limited un- 
der the Revenue Act of 1926 to one year 
after the expiration of the period for assess- 
ment against the taxpayer or within one 
year of the enactment of the section, which- 
ever date was later.* 


The Revenue Act of 1928 extended the pe- 
riod for assessment. This period has since re- 
mained unchanged, and is now found in Section 
311 (b) (3) of the Internal Revenue Code: 


“Tn the case of the liability of a fiduciary— 
not later than one year after the liability 
arises or not later than the expiration of the 
period for collection of the tax in respect 
of which such liability arises, whichever is 
the later.” 


The period for collection of a duly assessed 
tax being six years,” it might be possible 
for the Commissioner to assess personal lia- 
bility just short of seven years from the 
assessment.” 


The ordinary period for assessment against 
a taxpayer is three years from the due date 
of the return.” Code Section 275 (b) pro- 
vides that an executor, by proper notice, 
may shorten this period to eighteen months 
from the notice in the case of his decedent’s 
returns and in the case of his own returns 
during the period of administration of the 
estate. This reduction of the ordinary pe- 
riod is not effective in a number of situations. 


assessed against the estate of a decedent and 
accruing during the lifetime of the decedent 
or during the administration of his estate. If 
during the latter part of the six year period, 
the executor disposes of the assets of the estate 
in such manner as to create a personal lia- 
bility in him under Section 3467 R. S., pro- 
ceedings against the executor would be barred 
under Statute of Limitations provided by Sec- 
tion 280 of the 1926 Act. The Committee has 
met this difficulty in Section 311(b)(3) by pro- 
viding that the personal liability of the Fidu- 
ciary may be assessed not later than one year 
after such liability arises or not later than 
the expiration of the period for the collection 
of the tax upon the decedent’s estate, which- 
ever is the later.’’ 
21 Code Section 275(a). 
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The more important of these situations to 
the executor occur (a) where twenty-five per 
cent of gross income has been omitted from 
a return,” (b) where a mathematical error 
has been made in the return,” (c) where the 
return was false or fraudulent,™ (d) where 
no return was filed* and (e) where trans- 
feree liability of the decedent or the estate 
is involved and was not adequately described 
in the notice.” 


Whether or not other situations will be 
removed from Section 275 (b) remains to 
be seen. One that might arise could be based 
on Section 311(c), which provides: 


“For the purposes of this section, if the 
taxpayer is deceased . the period of 
limitation for assessment against the tax- 
payer shall be the period that would be 
in effect had death not occurred.” 


This section seems, at least in part, in di- 
rect conflict with Section 275 (b); that is, 
there is no way for a living taxpayer to 
shorten the statute. Suppose, for example, 
an executor, from an examination of a de- 
cedent’s return, learns that an error of law 
was committed on such return. The execu- 
tor gives a proper notice under Section 275 
(b). An assessment is made after the eight- 
een-month period but before the ordinary 
three-year period. The executor distributes 
the assets just after the eighteen-month 
period, and an assessment is made against 
him under Section 311 (b) (3). In such a 
case it seems possible that Section 275 (b) 
might be held not to constitute a bar, and 
thus a further exception might be created. 


Notice of Deficiency 


Before an assessment is valid, the Com- 
missioner must issue a properly addressed 
deficiency notice to the taxpayer. In the 
case of a deficiency for a decedent, the no- 
tice is properly addressed if sent to the 
taxpayer at his last known address,” unless 
the executor has given notice of fiduciary 
relationship under Code Section 312 (a). In 
the latter event, the notice should be ad- 
dressed to the executor as such until notice 
of the termination of the fiduciary relation- 
ship is given to the Commissioner.* 


In the case of income received during the 
period of administration, the estate itself is 


2% Code Section 275(c). 

8 Code Section 272(f). 

24 Code Section 276(a). 

% Code Section 276(a). 

°° De Forest Hulburd, CCH Dec. 6411, 21 BTA 
23. 

7 Code Section 272(k). 

*8 Code Section 312(c) provides that the Com- 
missioner may issue regulations concerning the 


the taxpayer, and the same rule applies. 
Likewise, where transferee liability or per- 
sonal liability of an executor is involved, a 
similar rule is found in Code Section 311 (e). 


The need for such rules was explained by 
the Senate Finance Committee, in connec- 
tion with the enactment of Section 281 of 
the Revenue Act of 1926,” as follows:” 


“The right of the commissioner to assess 
and distrain and otherwise proceed for the 
collection of tax depends, for instance, upon 
giving notice of the deficiency to and making 


“demand upon the proper person. It, there- 


fore, becomes necessary to make certain that 
there shall be some individual to whom the 
notice may be mailed and upon whom the 
demand may be made, in the case of, for 
example, an incompetent, a decedent’s estate, or 
an estate in the hands of a receiver or trustee 
in bankruptcy. 


“To accomplish this purpose, the section 
provides that if the Commissioner of Inter- 
nal Revenue has been notified as to the 
identity of the fiduciary, notice is to be 
mailed to and demand made on the fiduciary. 
In case the commissioner has not been noti- 
fied of the fiduciary, notice is to be mailed 
to and demand made on the taxpayer at his 
last known address. In case of a change of 
fiduciary, notice is to be mailed to and de- 
mand made on the last fiduciary of whom 
the Commissioner has been notified.” 


Discharged Executors 


Considerable litigation has resulted as to 
the propriety of a notice addressed to the 
executor after he has been discharged by 
the local probate court. The argument is 
based on the notion that a discharged exec- 
utor, is functus officio, and has no standing 
for any purpose. Hence, the deficiency 
should be dismissed as being issued against 
an improper party." The petitioner has been 
singularly unsuccessful in such cases, and it 
seems reasonably clear that the courts are 
unwilling to hamper the Commissioner un- 
duly with technicalities. 

The courts in most cases have found the 
answer to the notice argument in Code Sec- 
tion 312. They say that the executor gave 


notice. These are found in Regulations 111, 


Section 29.312-1. 

2? Now Code Section 312. 

3%0 Supra, footnote 17, pp. 30-31. 

31See William B. Weigel et al., CCH Dec. 
9282, 34 BTA 237, aff’d 38-1 ustc { 9260, 96 F. 
(2d) 387: Marie Minor Sanborn, CCH Dec. 
10,656, 39 BTA 721; aff’d 40-1 ustc { 9173, 108 
F. Gea) Sit. 
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notice™ of his fiduciary relationship, but 
failed to give notice of the termination of 
such relationship. Therefore, even though 
the executorial functions were completely 
terminated for local probate purposes, the 
failure to give notice did not terminate these 
functions for tax purposes.” 


An interesting offshoot of the functus officio 
theory is the situation where the executor 
has given notice of his discharge. Here the 
courts have held that the former executor is 
without authority to represent the taxpayer, 
and have dismissed his petition for lack of 
jurisdiction. The Commissioner may then 
assess the tax and proceed with the collec- 
tion thereof without first having to prove 
the validity of the assessment. 


For a New York executor, the foregoing 
technicalities are of theoretical interest only. 
The courts have consistently held that a 
New York executor is never functus officio. 
Accordingly, he can never give effective 
notice of the termination of his fiduciary 
relationship, and the tax may be assessed 
against the estate at any time within the 
statutory period.” This same rule would 
be equally applicable in states which follow 
the New York rule. 


Conclusions 


The present trend of court decisions seems 
to be running against the taxpayer, particu- 
larly in the Supreme Court. Also, the Tax 
Court has recently been handing down deci- 
sions sustaining fraud penalties on estates 
of decedents. Couple this trend with the 
facts that most executors of large estates, 
particularly banks, are known to be clearly 
solvent, and it may well appear that the 
Commissioner will seriously attempt to ob- 
tain more favorable court rulings covering 
personal liability. 


8% Although Regulations 111, Section 29.312, 
set forth in detail the manner and type of 
notice, the courts have been more favorable 
to the Commissioner. For instance, in Marie 
Minor Sanborn, supra, the Board of Tax Ap- 
peals said: ‘‘Petitioner’s signature, verifica- 
tion, and filing of an income tax return entitled 
‘Mrs. Marie M. Sanborn, Executrix, Estate of 
Dr, W. E. Minor, Deceased’ and executed ‘Marie 
M. Sanborn, John A. Minor, Executors’ clearly 
gives [sic] the first type of notice.’’ 

33 See Estate of Nellie L. Rhodes, CCH Dec. 
12,053, 44 BTA 1315; Marie Minor Sanborn, 
supra; Tooley v. Commissioner, 41-2 ustc J 9540, 
121 F. (2d) 350. 

3% Estate of Joseph B. Dabney, CCH Dec. 
10,781, 40 BTA 276. 

3% De Forest Hulburd, CCH Dec. 7997, 27 
BTA 1123, rev'd 35-1 ustc { 9069, 76 F. (2d) 736, 
rev’d 36-1 ustc { 9011, 296 U. S. 300; Olsen v. 
Helvering, 37-1 ustc { 9167, 88 F. (2d) 650; 
Estate of James H. Snowden, CCH Dec. 
15,980(M), 6 TCM 945. 
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Such an attempt by the Commissioner 
should not cause much surprise. As has 
been pointed out, his Regulations 105, Sec- 
tion 81.99, covering Section 3467 for estate 
tax purposes, seem a broader claim of per- 
sonal liability than an analysis of the cases 
would warrant. The same seems true of 
Regulations 111, Section 29.162, relating to 
returns for the estate during the period of 
administration.” Why, then, should the 
Commissioner not be expected to formulate 
a similar policy where decedents’ returns are 
involved, and attempt to have it upheld in 
the courts? 


As recently as 1943, the Commissioner 
made such an attempt in the case of Giova- 
ninni Terranova et al." The Tax Court sum- 
marized the Commissioner’s argument as 
follows: 


“The respondent relies on Section 3467, 
Revised Statutes, as amended, and reasons 
that as the administrators paid outside debts 
and distributed the remaining assets without 
discharging the deficiencies here involved, 
there is no escape from their liability by 
reason of the fact that they were unaware 
of these taxes and, in fact, the respondent 
had not determined that any taxes were due 
until long after the administrators had been 
discharged.” 


In view of the fact that the transferee had 
conceded liability in this case, it seems hard 
to understand the Commissioner’s action in 
pressing the personal liability features of the 
case, unless he was sending up a trial bal- 
loon. Although the Commissioner was un- 
successful here, can it be safely said that he 
will be equally unsuccessful in a more care- 
fully chosen case?™ 


An executor would seem well advised to 
protect himself as far as possible. 


36 As has been pointed out, the cases set up 
the ‘‘reasonable-and-prudent-man’”’ test. The 
Regulations, however, set up the test of ‘‘fail- 
ure to exercise due diligence.’’ To the writer, 
it seems that the test of the Regulations is the 
more stringent one. 

37 CCH Dec. 13,431(M), 2 TCM 616. 

%In this case it appears that the decedent 
had not filed returns for several years prior to 
his death, and also had not kept adequate rec- 
ords of his income. The executors knew noth- 
ing of his business affairs. The Commissioner 
used the bank-deposit method to determine his 
income; even so, the deficiencies involved were 
small for each year. In such circumstances, 
the court was unwilling to hold that the execu- 
tors had acted unreasonably in distributing the 
assets. It seems doubtful to the writer that 
the same result would have been obained had 
the deficiencies been larger. That is, larger 
deficiencies clearly would have established the 
fact of the receipt of taxable income. 
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First, he should examine the returns filed 
by his decedent for at least the three years 
preceding death to ascertain whether there 
were serious errors or omissions. Just what 
further investigations are necessary will de- 
pend on the facts so disclosed, together with 
the facts shown by the general investigation 
of estate affairs. If, for instance, fraud is 
indicated, the executor should make a vol- 
untary disclosure thereof. 


Having satisfied himself that nothing ap- 
pears which causes him to wish to make a 
voluntary disclosure to the Treasury De- 
partment, he should, in the second place,” 
request a short audit under Section 275 (b) 
covering the returns filed by his decedent 
during life. 


% The writer believes that the examination of 
the returns should precede the request for short 
audit. Then, if fraud or negligence is dis- 
covered, the executor may make a voluntary 
disclosure before the Treasury initiates its 
own investigation. 





Third, he should consider the advisability 
of requesting a short audit under Code Sec- 
tion 275 (b) for each of the returns filed 
by him during the period of administration.” 


Finally, before distributing the estate, he 
should consider whether or not, under all 
the facts, it is advisable to reserve a balance 
to cover any potential tax liabilities until the 
statute of limitations has run. 


The executor having taken the foregoing 
steps, it seems hard to conceive of a situa- 
tion where the Commissioner could success- 
fully impose personal liability on the executor. 
Thereafter, if a deficiency is asserted against 
the estate, the executor should be in a position 
to leave the fighting of it to the transferees. 

[The End] 


# The tax practitioner often is confronted 
with doubtful questions of law which he must 
resolve when the return is prepared. Also, 
Many such returns are never audited unless a 
short audit is requested. Thus, the request 
for a short audit should be considered in the 
light of the facts in each case. 





in the 1950 state tax picture. 


per cent sales tax. 





graduated income tax. 


In Mississippi, bills have been introduced authorizing cities to 
levy a two cents per bottle tax on beer, increasing the tax on cigarettes 
and cigars to finance a proposed state soldier’s bonus, empowering 
cities of 15,000 or over to levy a one per cent retail and wholesale 
sales tax and increasing the gasoline tax from six cents to eight cents 
per gallon and the crude oil severance tax from six cents per barrel 
or six per cent of value to eight cents per barrel or eight per cent 


of value. 


New York bills, imposing a two per cent tax on gross premiums, 
premium deposits and assessments of stock and mutual fire insur- 
ance companies, and authorizing deductions for federal taxes on state 
personal income tax returns, have been introduced. 

The South Carolina legislature has presented a bill calling for 
the abandonment of the state property tax levy. 


FLOOD OF TAX MEASURES 


The rapid pace at which the state legislatures are introducing 
and acting on tax bills indicates that material changes will be evident 


The Georgia legislative hopper contains a bill proposing a three 


The Massachusetts legislature is considering the following: a 
gasoline tax increase from three cents to four cents per gallon; the 
repeal of the ten per cent cigar and tobacco tax and an additional 
excise tax of one half of one mill per cigarette, levied at the 1949 
session; and a constitutional amendment permitting the levy of a 
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SUING 


By PLATT W. DOCKERY 


THE COLLECTOR 


“A FICTION ON A FICTION PRODUCES 


A DESIRABLE RESULT,” SAYS THE AUTHOR ABOUT REFUND SUITS 
AGAINST THE COLLECTOR AND HOW THOSE SUITS ARE AFFECTED 
BY THE CHANGE IN SECTION 9 OF THE TAX ADMINISTRATION ACT 





SUBSTANTIAL BODY of technical 

and confusing tax law has been rendered 
obsolete by Section 9(b) of the so-called 
Tax Administration Bill,» which adds new 
paragraph (e) to Section 3772 of the In- 
ternal Revenue Code, as follows: 


“(e) CREDIT TREATED AS PAYMENT.—The 
credit of an overpayment of any tax in satis- 
faction of any tax liability shall, for the 
purpose of any suit for refund of such tax 
liability so satisfied, be deemed to be a pay- 
ment in respect of such tax liability to the 
collector in office at the time such credit 
is allowed.” 


The changes embodied in this section were 
designed to remove technicalities which ob- 
structed justice in one type of tax litigation, 
namely, suits against the collector of in- 
ternal revenue. They follow the usual Con- 
gressional practice of piecemeal removal of 
objectional incidents of a fiction, rather than 
removal of the fiction itself. These changes 
seem to have been made specifically for the 


1 Public Law 271, 8ist Congress, ist Session, 
approved August 27, 1949. 

2 Lowe Brothers Company v. U, S., 38-1 ustc 
{ 9307, 304 U. S. 302 (1937). See Isabelle Ham- 
mond-Knowlton, Administratrix, et al. v. U. S., 
41-2 ustc { 9560, 121 F. (2d) 192 (CCA-2, 1941); 
cert. den. 314 U. S. 694. 

3 For purposes of simplicity, we shall ignore 
the non-Tax Court taxes, since almost all tax 
litigation involves income, gift or estate taxes. 


*The proper District Court is a matter of 
jurisdiction and venue. In some’ states the 
proper court for suit against the United States 
is not the proper court for suit against the 
eollector. Thus, the collector has his official 
residence in the judicial district where his 
office is located. Suits against him are brought 
against him personally, so that story goes (Sage 
v. U. 8., 1927 CCH f 7184, 250 U. S. 33 (1918); 


Suing the Collector 


purpose of retaining suits against the collec- 
tor as a method of settling tax controversies. 
The technicalities which were eliminated by 
the Tax Administration Bill were occasion- 
ally overlooked and, if overlooked, could be 


‘disastrous to the taxpayer.’ 


The taxpayer has a choice of three tri- 
bunals in which to litigate the determination 
of his tax liability. Before paying the 
alleged deficiency, he may try his case in 
the Tax Court of the United States, or he 
may pay the tax assessed and sue for re- 
fund either in the United States Court of 
Claims or in the proper United States Dis- 
trict Court.* 


If the taxpayer chooses to bring suit in 
the District Court, he has the choice of 
suing either the United States Government 
or the collector of internal revenue. If he 
chooses to sue the United States, he is tech- 
nically suing in the Court of Claims, the 
District Court sitting as such court;° if, on 
the other hand, he sues the collector, he is 


U. S. v. Kales, 41-2 ustc J 9785, 314 U. S. 186 
(1941); Smietanka v. Indiana Steel Company, 
1 ustc { 53, 257 U. S. 1 (1921)), and must, under 
Section 1391 of the new United States Judicial 
Code (formerly Section 51 of the Judicial Code), 
be brought in the district of his residence. Suits 
against the United States as such must be 
brought in the district of the taxpayer’s resi- 
dence. (Section 1402 (a) of the United States 
Code.) 


5 Section 24 of the United States Judicial Code 
(28 USCA Section 41 (20)), the so-called Tucker 
Act. Moses v. U. S8., 1930 CCH { 9518, 43 F. 
(2d) 653 (1930); aff'd 1932 CCH { 9528, 61 F. 
(2d) 791 (CCA-2, 1932); cert. den. 289 U. S. 
743. The limitation in amount to $10,000, plus 
the procedural limitation in a suit against the 
government, makes this permission to sue in 
the District Court somewhat inadequate. 
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technically suing him as an individual for 
money had and received.’ In the latter case 
the United States ostensibly takes no part 
in the suit until a certificate of probable 
cause is entered, after judgment has been 
obtained against the collector personally. 


Origin of Practice 


The basis of a suit for refund against the 
collector may be traced to early days when 
there was no way for a taxpayer to litigate 
his alleged liability for internal revenue taxes 
or custom duties, the sovereign govern- 
ment being immune to the suit in the ab- 
sence of its consent. Out of the desire of 
the courts to do justice," and under the tra- 
ditional view that there is no wrong without 
a remedy, there developed the practice of 
bringing suit against the collector of cus- 
toms and later against the collector of in- 
ternal revenue! 

This practice was premised on the fact 
that with respect to customs and other rev- 
enue taxes, the collector acted as agent for 
the United States and, as agent, turned over 
his collections to his principal, the United 
States Government. Once this was done, 
he was immune from suit, since under the 
laws of agency an agent receiving money 
paid to him by mistake is not liable if he 


® An action against a collector rests in assump- 
sit for moneys received by him. Smietanka v. 
Indiana Steel Company, supra, footnote 4. In 
these times, with the apparent determination 
of many of our courts to turn us willy-nilly 
from a common-law to a civil-law system (cf. 
the remark of one Supreme Court Justice that 
a decision of the tribunal was like a railroad 
ticket, good for thirty days only), one must 
commend the refusal of the Supreme Court to 
adhere to the doctrine of stare decisis, in this 
respect at least, to keep its legislative branch 
under wraps. See the dissent of Black, Douglas 
and Murphy in U. S. v. Nunnally Investment 
Company, 42-1 ustc { 9467, 316 U. S. 258 (1942). 
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pays it over to his principal without knowl- 
edge of such mistake. The taxpayer, there- 
fore, was left without a remedy except to 
obtain permission from Congress to bring 
suit against the United States. However, 
where payment was made under protest, it 
constituted notice to the collector, as agent, 
not to pay the money over to his principal, 
the United States Government. If he did 
so, he was liable personally. This marks 
the origin of payment under protest. 


The doctrine so enunciated afforded con- 
siderable relief to taxpayers, although almost 
all of the early cases arose against the col- 
lector of customs, inasmuch as at that time 
custom duties were the primary source of 
governmental revenue. But the possibility 
of such suits also led to serious financial 
stringency for the government, through the 
understandable insistence of the collectors 
that they retain enough money to indemnify 
themselves in case they should be held liable 
in such a suit. This was true despite a 
statutory requirement that they pay the 
moneys over to the government as soon as 
such revenue was collected.” 


Later this common-law right to sue the 
collector of customs was made statutory 
by Congress.” ‘ 


Although not specifically authorized by 
statute, a similar right to sue collectors of 
internal revenue was implied by the United 


7 Elliott v. Swartwout, 10 Peters 137 (U. S., 
1936). Cf. Tracy v. Swartwout, 10 Peters 80 
(U. S., 1836). These were suits against col- 
lectors of customs. 

8 For an excellent article on the subject of 
suits against the collector, see William T. 
Plumb, Jr., ‘‘Tax Refund Suits Against Col- 
lectors of Internal Revenue,’’ 60 Harvard Law 
Review 685 (1947). 

® See footnote 7, supra. 

101 Statutes 627, 644 (1799). 

115 Statutes 727 (1845). 
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States Supreme Court from the context of 
the various internal revenue statutes.” 


As a result of the Various statutes and 
decisions, it finally became an accepted fact 
that suits against the collectors of customs 
and of internal revenue were merely reme- 
dial expedients for bringing the government 
into court, with the government standing 
squarely behind the collectors’ personal lia- 
bility.* This fiction as to the nature of such 
suits was emphasized in 1924, when the re- 
quirement that the tax be paid under protest 
was abolished from the Internal Rev- 
enue Code.* 





wl- 


Collector’s Personal Liability 





However, this fiction that the suit is be- 
tween individuals is a two-edged sword, 
which may be wielded against as well as 
for the taxpayer. As explained above, the 
action against the collector is a personal 
action in assumpsit for moneys had and re- 
ceived. Thus, it is necessary that the col- 
lector actually receive the money before 
he can be held liable in a suit for its re- 
covery. Where a tax liability has been satis- 
fied by a certificate of overassessment or 
credit of another year rather than by pay- 
ment by the taxpayer, the collector is not 
liable because he has not received the money. 


Crediting Overpayments 


For many years the collector has had the 
right to credit overpayment of income taxes 
for one year against deficiencies in income 
taxes or excess profit taxes of another year. 
Where this was done, it relegated the tax- 
payer either to a suit in the District Court 
against the United States, subject to the 
limitations of the Tucker Act, to a suit in 
the Court of Claims or to a suit in the 
He no longer had the right to 
a jury trial; and if his claim was large, he 
usually had no right to a trial in the Dis- 


The situation became more acute with the 
contemplated passage of the Tax Adminis- 
tration Bill, providing the Commissioner of 
Internal Revenue with the power to credit 
the overpayment of one class of tax against 
The dan- 
gers of this provision were brought to the 
attention of Congressman Gerald R. Ford, 
Jr., a member of the House of Representa- 
tives from Michigan, who, in conference 
with the Treasury Department, effected the 








utes have for most practical purposes reduced 
the personal liability of the collector to a fiction, 
the course of the legislation indicates clearly 
enough that it is a fiction intended to be acted 
upon to the extent that the right to maintain 
the suit and its incidents, until judgment ren- 
Among its 
incidents are the right to a jury trial, which is 
not available in suits against the United States. 


17 Suits against the United States in District 
Courts under the Tucker Act are limited to 
$10,000 unless the collector is dead or out of 


% The Tax Court only has jurisdiction of 


-re- . 
- to While the form of bringing suit against 
ing the collector was recognized as a fiction, 
ver, with the government the real party in in- 
t, it terest, the courts have uniformly held, in 
ent, view of the statutory background, that for 
pal, the purpose of determining the incidents of 
did such suit, the collector has primarily a per- 
irks sonal liability and the United States Gov- 
ernment has no interest in the outcome of 
a the suit until judgment.“ Thus, the rights Tax Court. 
neat of the parties in procedural matters and in 
anh. many substantive matters were determined 5 
a on the basis of suits between individuals, ttict Court. 
» af with that fiction being treated as real for 
ility many purposes.” Among the rights which 
cial are important at the present time in deter- 
the mining that suit should be brought against 
sore the collector, instead of against the United 
nify States, are the right to sue the collector for taxes of other classes then due. 
able an unlimited amount,” the right to sue for 
i. refund of any kind of internal-revenue tax * 
the and the right to a jury trial.” It can be 
a as seen that these are often persuasive reasons 
for suing the collector. 
the 2 Philadelphia v. Collector, 5 Wall. 720 (U. S., 
tory 1866). 
13 George Moore Ice Cream Company v. Rose, 
3 ustc f 1100, 289 U. S. 373 (1933). Cardozo, J.: 
1 by “A suit against a collector who has collected 
rs of ) a tax in the fulfillment of a ministerial duty 
rited is today an anomalous relic of bygone modes dered, are to be left undisturbed. 
: of thought. He is not suable as a trespasser, 
; 2. nor is he to pay out of his own' purse. He is 
rs 80 made a defendant because the statute has said 28 U.S.C. Sec. 41 (20).” 
- eol- for many years that such a remedy shall exist, 
though he has been guilty of no wrong and 
oe of though another is to pay. Philadelphia v. Col- 
n T lector, supra [footnote 12], page 731. ... In _ office. 
Col- such circumstances his presence is merely a 
Law remedial expedient for bringing the Govern- income, gift and estate taxes. 


ment into court.”’ 

14 Section 3772 (b). 

% Curry v. McCanless, 307 U. S. 357 (1939); 
U. 8. v. Kales, supra, footnote 4. 

1% For a thorough discussion of these, see 
Plumb, op. cit. See also U. 8. v. Kales, supra, 
footnote 4, where it is said: ‘‘While the stat- 


Suing the Collector 





Income tax, of 
course, is used in a broad sense to include the 
various types of income tax, such as personal 
holding company surtax, etc. Excess profits 
taxes are within the exclusive jurisdiction of 
the Tax Court. 

19 Wickwire v. Reinecke, 1 ustc § 265, 275 U. S. 
101 (1927); U. S. v. Kales, supra, footnote 4. 
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change in the Tax Administration Bill 
whereby a credit is treated as a payment. 

Thus, the fiction that the collector shall 
be deemed to have received money which 
he has never actually received is used to 
alleviate the hardship arising from the fic- 
tion that the collector is personally liable 
for a refund which the government will 
actually pay. 

Congress is to be congratulated upon the 
manner in which the technicalities have been 
removed. Actions against the collector per- 


sonally are, in the writer’s opinion, highly 
salutory and keep tax law from becoming 
an esoteric system of fules far removed from 
fact. By the Tax Administration Bill, Con- 
gress has facilitated the collection of taxes 
and expedited the adjustment of cases in- 
volving overpayments and underpayments 
of tax, without leaving open any suggestion 
that it is repealing the right to sue the 
collector in such cases. In this case the 
piling of a fiction on a fiction is the best 
Way out. [The End] 








Other Supreme Court Action.—Other Su- 
preme Court action is as follows: 

Brown Shoe Company, Inc. v. Commissioner 
(49-1 ustc J 5939). Certiorari granted.—In 
this case the Eighth Circuit held that build- 
ings contributed to taxpayer by community 
groups, as well as buildings built with funds 
so contributed, could not be depreciated nor 
included in equity invested capital. A Su- 
preme Court decision in this case will re- 
solve a conflict between it and the recent 
case of Commissioner v. McKay Products 
Corporation (50-1 ustc $9115), wherein the 
Third Circuit reached a contrary conclusion. 

Eisenberg v. Commissioner (49-1 ustTC 
{ 9270). Certiorari denied.—Herein the court 
refused to recognize a partnership between 
the taxpayers individually and as grantors 
of trusts for their children. 

Rosenblum v. United States (49-1 ustc 
{ 9314). Rehearing denied.—lIn this case it 
was held that proof that taxpayer received 
a share of over-ceiling prices from the sale 
of whiskey through controlled corporations 
would support a charge of failure to report 
“dividends.” 
has been applied 
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tax assigned by the taxpayer to the plaintiff, 
since the assignment was held to be null 
and void as against the United States. 


Commissioner v. Transport Trading & Ter- 
minal Corporation (49-2 ustc § 9337).—The 
distribution by a subsidiary to its parent of 
stock in a third corporation as a dividend 
in kind resulted in taxable gain to the sub- 
sidiary measured by the difference between 
the basis of the stock to the subsidiary and 
the amount realized by the parent on sale. 


Owens v. United States (49-2 ustc § 9455). 
—In a proceeding for collection of a tax 
deficiency affirmed in a previous action, the 
taxpayer’s defense (also invoked in the prior 
action) of fraudulent conspiracy was un- 
availing. 

United States Graphite Company v. Sawyer 
(49-1 ustc J 9184).—Where a taxpayer had 
previously been issued a certificate author- 
izing the amortization of 35 per cent of the 
cost of emergency facilities, a summary dis- 
missal of a suit to compel issuance of a cer- 
tificate covering the entire cost was proper. 


Commissioner 
expenses to 


Lincoln Electric Company v. 
(49-2 { 9388).—Business 
be deductible must be only “ordinary 
and necessary” but reasonable in 
amount. The requirement of reasonableness 
is not limited to compensation paid for per- 
sonal services 
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wonder whether those who have won feel 
the same way. 


One winner came up with the right an- 
swer to a telephone question last summer 
and won an alleged $15,000. On appraisal, 
he found that the total prize was worth only 
about $9,000, that there was only $1,200 in 
cash, and that he owed an income tax of 
about $3,500. He received a lot of things 
he already had, other things he could not 
afford to keep, and had to sell much of the 
windfall at a fraction of its value. When 
asked what he would do if confronted with 
another opportunity to win a “Jackpot,” his 
automatic answer was “Keep my mouth shut.” 


There is no doubt that such prizes are 
taxable to winners as income. But how 
much income, or how much of a windfall 
they receive, still is not quite clear. Not 
even the recent Treasury Department ruling 
[I. T. 3987], stating that the income to the 
taxpayer is the fair market value of the prize 
as of the date acquired, sheds much light on 
the matter. What is “fair market value’? 


Is it the wholesale price? The retail price? 
Or is it what the article can be sold for 
by the winner? 


Police Deduct for Uniforms.—Policemen 
and highway patrolmen now can deduct 
their uniform expenses in figuring federal 
income tax. A new ruling, recently an- 
nounced by the Commissioner of Internal 
Revenue, broadens the deduction privilege 
for police officers whose uniforms, while dis- 
tinctive, can also be worn off duty. The 
officers now may deduct the cost of their 
uniforms, as well as dry-cleaning and other 
maintenance expenses. 


Jockeys, baseball players, uniformed bakery 
workers and other employees whose work 
clothing is not suitable for general wear, 
have previously been allowed the deduction. 


In the same line, there has been a bill 
(H. R. 3418) before Congress since March 
10, 1949, that would allow, in the case of 
miners working underground, an income de- 
duction with respect to work clothes. 
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One Way to Tell an Association 
from a Corporation 


In the Junior Miss case, a theatrical financ- 
ing association was held to be an association 
because the producer was personally liable 
on the obligations, and the members of the 
association did not receive profit shares 
bearing a fixed ratio to the amount of money 
they had contributed. (Junior Miss Company 
v. Commissioner, CCH Dec. 17,423.) 


Deduction for Salaries Not Paid 


Where a corporation found it necessary 
to suspend payment of officers’ salaries until 
such time as the corporation was in a better 
financial position, this action did not pre- 
clude the corporation from taking the deduc 
tions for these salaries in the taxable year. 
The salaries were not waived: “All that 
was done was to give the taxpayer an ex- 


tension of time within which to discharg« 
this accrued and fixed liability.” (HM oodward 
Construction Company 7 ( lark “)-1 USTs 


© O1338 (CA-10).) 


Refunds 


Lhe District ( 


refund clamm fhled betore final meatallon 


irt had jurisdiction over a 
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payment and the suit was in file two and 
one-half years after payment. (U. S. v. Fi- 
delity & Deposit Company of Maryland, 50-1 
ustc J 9135.) 


How to Prove Theft 


If you leave your briefcase with cash and 
a lunch box in it on the subway, you cannot 
make a deduction for the loss unless you can 
prove that the loss resulted from theft. 
(Emily Marx v. Commissioner, CCH Dec. 
17,408.) 

We suggest that the subway rider carry 
a small mimeographed copy of a form in his 
pocket to use in such circumstances. The 
following is only a suggested form, and it 
may be varied as the taxpayer sees fit. 

“IT do solemnly swear that I, ; 
am a thief and that on (day), 

(year), while riding as a fare 
paying passenger in the subway in the city 
ot , | did unlawfully, felonious, 
and willfully convert to my own use. the 
following described bags, boxes, brief cases, 
etc,, and their contents belonging to anothers 
lAre-payinke passenget 

Subserbed and sworn thi (a ) 


Wh (year) im city) 


(Sine 1) 
























change in the Tax Administration Bill 
whereby a credit is treated as a payment. 

Thus, the fiction that the collector shall 
be deemed to have received money which 
he has never actually received is used to 
alleviate the hardship arising from the fic- 
tion that the collector is personally liable 
for a refund which the government will 
actually pay. 

Congress is to be congratulated upon the 
manner in which the technicalities have been 
removed. Actions against the collector per- 


sonally are, in the writer’s opinion, highly 
salutory and keep tax law from becoming 
an esoteric system of fules far removed from 
fact. By the Tax Administration Bill, Con- 
gress has facilitated the collection of taxes 
and expedited the adjustment of cases in- 
volving overpayments and underpayments 
of tax, without leaving open any suggestion 
that it is repealing the right to sue the 
collector in such cases. In this case the 
piling of a fiction on a fiction is the best 
Way out. [The End] 
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Other Supreme Court Action.—Other Su- 
preme Court action is as follows: 

Brown Shoe Company, Inc. v. Commissioner 
(49-1 ustc — 5939). Certiorari granted —lIn 
this case the Eighth Circuit held that build- 
ings contributed to taxpayer by community 
groups, as well as buildings built with funds 
so contributed, could not be depreciated nor 
included in equity invested capital. A Su- 
preme Court decision in this case will re- 
solve a conflict between it and the recent 
case of Commissioner v. McKay Products 
Corporation (50-1 ustc § 9115), wherein the 
Third Circuit reached a contrary conclusion. 

Eisenberg v. Commissioner (49-1  ustTc 
{ 9270). Certiorari denied.—Herein the court 
refused to recognize a partnership between 
the taxpayers individually and as grantors 
of trusts for their children. 


Rosenblum v. United States (49-1 ustc 

{ 9314). Rehearing denied.—In this case it 

was held that proof that taxpayer received 

a share of over-ceiling prices from the sale 

of whiskey through controlled corporations 

would support a charge of failure to report 
* “dividends.” 


Certiorari—Certiorari has been applied 
for in the following cases: 

Taylor v. United States (49-2 ustc J 9412). 
—(1) The government may file a claim in 
a state probate court for undisputed taxes 
of a decedent, despite the Code requirement 
that suit for recovery of taxes be brought in 
a district court, (2) the state limitations 
period for filing claims against an estate is 
not applicable to the government’s claim for 
taxes, and (3) the necessary authority and 
direction from the Commissioner to insti- 
tute recovery of taxes will be presumed. 

Wooton v. United States (49-2 ustc J 9410). 
—The government could set off miscellaneous 
taxes against the claim of refund of income 


tax assigned by the taxpayer to the plaintiff, 
since the assignment was held to be null 
and void as against the United States. 


Commissioner v. Transport Trading & Ter- 
minal Corporation (49-2 ustc { 9337).—The 
distribution by a subsidiary to its parent of 
stock in a third corporation as a dividend 
in kind resulted in taxable gain to the sub- 
sidiary measured by the difference between 
the basis of the stock to the subsidiary and 
the amount realized by the parent on sale. 


Owens v. United States (49-2 ustc § 9455). 
—In a proceeding for collection of a tax 
deficiency affirmed in a previous action, the 
taxpayer’s defense (also invoked in the prior 
action) of fraudulent conspiracy was un- 
availing. 


United States Graphite Company v. Sawyer 
(49-1 ustc § 9184).—Where a taxpayer had 
previously been issued a certificate author- 
izing the amortization of 35 per cent of the 
cost of emergency facilities, a summary dis- 
missal of a suit to compel issuance of a cer- 
tificate covering the entire cost was proper. 


Lincoln Electric Company v. Commissioner 
(49-2 ustc { 9388).—Business expenses to 
be deductible must be not only “ordinary 
and necessary” but also reasonable in 
amount. The requirement of reasonableness 
is not limited to compensation paid for per- 
sonal services. 


The Commissioner 


What’s a Radio “Jackpot” Worth?—Just 
how much of a windfall do winners of radio 
quizzes actually receive after they have paid 
Uncle Sam his share? A lot of people who 
have never been “lucky” enough to win 
one say they would be happy enough to pay 
the tax if they could keep the balance. We 
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wonder whether those who have won feel 
the same way. 


One winner came up with the right an- 
swer to a telephone question last summer 
and won an alleged $15,000. On appraisal, 
he found that the total prize was worth only 
about $9,000, that there was only $1,200 in 
cash, and that he owed an income tax of 
about $3,500. He received a lot of things 
he already had, other things he could not 
afford to keep, and had to sell much of the 
windfall at a fraction of its value. When 
asked what he would do if confronted with 
another opportunity to win a “Jackpot,” his 
automatic answer was “Keep my mouth shut.” 


There is no doubt that such prizes are 
taxable to winners as income. But how 
much income, or how much of a windfall 
they receive, still is not quite clear. Not 
even the recent Treasury Department ruling 
{I. T. 3987], stating that the income to the 
taxpayer is the fair market value of the prize 
as of the date acquired, sheds much light on 
the matter. What is “fair market value’? 


Is it the wholesale price? The retail price? 
Or is it what the article can be sold for 
by the winner? 


Police Deduct for Uniforms.—Policemen 
and highway patrolmen now can deduct 
their uniform expenses in figuring federal 
income tax. A new ruling, recently an- 
nounced by the Commissioner of Internal 
Revenue, broadens the deduction privilege 
for police officers whose uniforms, while dis- 
tinctive, can also be worn off duty. The 
officers now may deduct the cost of their 
uniforms, as well as dry-cleaning and other 
maintenance expenses. 


Jockeys, baseball players, uniformed bakery 
workers and other employees whose work 
clothing is not suitable for general wear, 
have previously been allowed the deduction. 

In the same line, there has been a bill 
(H. R. 3418) before Congress since March 
10, 1949, that would allow, in the case of 
miners working underground, an income de- 
duction with respect to work clothes. 
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One Way to Tell an Association 
from a Corporation 


In the Junior Miss case, a theatrical financ- 
ing association was held to be an association 
because the producer was personally liable 
on the obligations, and the members of the 
association did not receive profit shares 
bearing a fixed ratio to the amount of money 
they had contributed. (Junior Miss Company 
v. Commissioner, CCH Dec. 17,423.) 


Deduction for Salaries Not Paid 


Where a corporation found it necessary 
to suspend payment of officers’ salaries until 
such time as the corporation was in a better 
financial position, this action did not pre- 
clude the corporation from taking the deduc- 
tions for these salaries in the taxable year. 
The salaries were not waived: “All that 
was done was to give the taxpayer an ex- 
tension of time within which to discharge 
this accrued and fixed liability.” (Woodward 
Construction Company v. Clark, 50-1 -ustc 
{ 9133 (CA-10).) 


Refunds 


The District Court had jurisdiction over a 
refund claim filed before final installment 
was paid, where the claim was denied after 


Tax-Wise 


payment and the suit was in file two and 
one-half years after payment. (U. S. v, Fi- 
delity & Deposit Company of Maryland, 50-1 
ustTc J 9135.) 


How to Prove Theft 


If you leave your briefcase with cash and 
a lunch box in it on the subway, you cannot 
make a deduction for the loss unless you can 
prove that the loss resulted from theft. 
(Emily Marx v. Commissioner, CCH Dec. 
17,408.) 

We suggest that the subway rider carry 
a small mimeographed copy of a form in his 
pocket to use in such circumstances. The 
following is only a suggested form, and it 
may be varied as the taxpayer sees fit. 


“*T do solemnly swear that I, ..........., 
am: 2 thref and that on’ ........... (day), 
aay ON, (year), while riding as a fare- 
paying passenger in the subway in the city 
of ..........., I did unlawfully, feloniously 
and willfully convert to my own use the 
following described bags, boxes, brief cases, 
etc., and their contents belonging to another 
fare-paying passenger. 

Subscribed and sworn this ......... (day) 
eS a. CGR I os os hn sien ia were (city). 


(Signed) 
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Income in Line 5, 
page 3, Form 1040 Tax on 
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13,000— 14,000 3,350.40 
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16,000— 17,000 
17,000— 18,000 
18,000— 19,000 
19,000— 20,000 


20,000— 22,000 
22,000— 26,000 
26,000— 32,000 
32,000— 38,000 
38,000— 44,000 16,136.80 
44,000— 50,000 19,780.00 
50,009— 60,000 23,581.60 
60,000— 70,000 30,181.60 
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70,000— 80,000 37,015.60 
80,000— 90,000 44,173.60 
90,000— 100,000 51,565.60 
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HOW TO USE THE RAPID CALCULATOR across in this bracket to 
Column I shows certain taxable amounts in even figures. The poet bo ggg beg 
tax on the amount in Column I is shown immediately opposite 7 f i — 
the base figure. Any amount in excess of the base figure is ee 
found in the same horizontal line, as follows: Tax on $1,001 


The decimal point is set to show the tax on multiples of $100 Taxon SO 
in each bracket. Thus, the tax on $100 in the first bracket is Tax on gu 
$16.60, the tax on $200 in the same bracket is $33.20, etc. To T 
find the tax on $10 in the same bracket, the decimal point is — 
simply moved one position to the left, lining it up with the 10 in pgm 
inalies peeing of the column. Thus, the tax on $10 is $1.66 in Tax on $1,58( 
t r it i 

e first bracket, on $20 it is $3.32, etc. FOR A JOINT RE’ 


ON A SEPARATE RETURN, to find the tax, for instance, umns at the right of the 
on $1,580.20: The tax on $1,000 is shown as $166; follow straight income, before splitting. 
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\TOR For 1949 Income 


UMN I TAX 


6 | JOINT RETURN 

£ (Before splitting) 
Column I 
Income in Line 5, 
page 3, Form 1040 Tax on 
At Least Not Over Column I 
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1,051.20 


10,000 1,438.40 
12,000 1,896.00 
14,000 2,353.60 
16,000 2,881.60 


18,000 3,409.60 
20,000 4,008.00 
22,000 4,606.40 
24,000 5,275.20 


26,000 5,944.00 
28,000 6,700.80 
30,000 7,457.60 
32,000 8,284.80 


34,000 9,112.00 
36,000 9,992.00 
38,000 10,872.00 
40,000 11,804.80 


41,000 12,737.60 
52,000 14,708.80 
64,000 18,862.40 
76,000 25,409.60 


88,000 32,273.60 
88,000— 100,000 39,560.00 
100,000— 120,000 47,163.20 
120,000— 140,000 60,363.20 


140,000— 160,000 74,091.20 
160,000— 180,000 88,347.20 
180,000— 200,000 103,131.20 
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nated Ts which shows the Example: Compute the tax on $55,551.96. 

tax of $13.28; back to .20, : 

‘amounts and the solution Tax on $52,000 $18,862.40 
Tax on remaining $3,531.96 is: 


..2.....$166.00 Tax on $3,000.00 
83.00 Tax on 
Tax on 
Tax on 
ee ‘Tax on 
$262.31 Tax on 


ase tax is found in the col- Tax on $3,551.96 1,937.95 
icome is the combined joint 
Total tax $20,800.35 
Tax-Wise 


























Other Income Tax Data 














Recognize 
Taxpayers’ Returns ' Informa- With- Capital 
—_— tion holding Optional Gains and 
State Calendar Fiscal Returns? Nonres.* Tables‘ Losses ° 
Ala. 3-15 15th, 3rd mo. 3-15 No No Yes 
Ariz. 3-15 75 days 3-15 No No Yes 
| ee 5-15 44 mo. 5-15 No? No Yes 
Can. .... a-15* 15th, 3rd mo.’ 2-15 2-15 Yes Yes 
Colo. 4-15 15th, 4th mo. 2-15 No Yes Yes" 
Conn. 4-1 90 days No No No Yes 
iS 4-30 4-30 Yes * No No 
BS. of C.. 4-15 15th, 4th mo. 2-15 No* Yes * No 
Ga. 3-15 75 days 3-15 No No Yes 
Idaho 3-15 15th, 3rd mo. 3-15 No No Yes 
Iowa .. 3-31 90 days 3-31 3-31 Yes No 
Kans. 4-15 15th, 4th mo. 3-1 No No! Yes® 
Ky. 4-15 15th, 4th mo. 3-15? 1-31 Yes Yes* 
Le . 5-15 15th, 5th mo. 2-15 No* No? wes 
Md. 4-15 15th, 4th mo. 2-15 2-15 Yes No 
Mass. 4-10" 3-1 No No Yes 
Minn. 3-15 15th, 3rd mo. 3-1 No Yes Ves * 
I xi: were 3-15 15th, 3rd mo. 3-15 No No* Yes 
Mo. . 3-31 90 days 3-1 No Yes Yes* 
Mont. 3-31 * End, 3rd mo.’ 3-15 No No Yes 
N. H. 3-15 No No No No 
SS ee 4-15 15th, 3rd mo. 4-1 No No Yes 
N. Y 5-15? ? 2-15 2-15 No‘ Yes* 
B.. €. 3-15 75 days 3-15 No No Yes 
N. Dak. 3-15 15th, 3rd mo. 3-15 No No Yes°* 
Okla. 3-15 15th, 3rd mo. 2-15 No Yes Yes°* 
Oreg 4-15 15th, 4th mo. 2-15 Yes* Yes Yes 
Pa.. . 4-15 No No No Yes 
R. kL 5-1 Ist, 5th mo. No No No Yes 
S..<. 3-15 15th, 3rd mo. 3-15 No No Yes 
Tenn. 7-1" : No? No* No Yes° 
Utah 3-15 15th, 3rd mo. 2-15 No No Yes 
5-15" 15th, 5th mo. 2-15 2-15 Yes Yes°* 
a 4-15? 15th, 4th mo.’ 2-15? No No Yes 
Wis. 3-15 15th, 3rd mo. 3-15 No Yes Yes 





1 California, Montana and New York per- 
sonal income tax returns are due April 15 
or 15th day of 4th month. 

Massachusetts personal 
turns are due March 1. 

New York business corporation returns 
for years ending after December 31 and 
before July 1 are due within 4 months. 

Pennsylvania fiscal year returns are due 
30 days after federal returns. 

Tennessee corporations having fiscal 
years ending on or within 60 days prior 
to June 30 are granted an extension ef 75 
days from the closing date. Individuals’ 
returns of stock and bond income are due 
March 15. 

Vermont personal income tax returns are 
due March 15. 

Virginia personal income tax returns are 
due May 1 or the 15th day of the 4th 
month after close of the fiscal year. 

2 Kentucky requires information returns 
of nontaxable distributions February 1. 

Tennessee authorizes the Commissioner 
to require information returns of stock 
and bond income. 


income tax re- 





Virginia information returns by individ- 
uals are due May 1. 

3 Arkansas, Maryland and Louisiana au- 
thorize administrator to require withhold- 
ing from any taxpayer whenever the same 
is deemed necessary to insure collection of 
tax. 

Delaware requires withholding from both 
resident and nonresident individuals. Pay- 
ments are due October 31, January 31, 
April 30 and July 31. 

District of Columbia authorizes assessor 
to require withholding with respect to 
foreign corporations and unincorporated 
businesses whenever the same is deemed 
necessary to insure collection of tax. 

Oregon requires withholding from both 
resident and nonresident individuals. Pay- 
ments are due the 30th of April, July, 
October and January. 

Tennessee authorized corporations to pay 
the tax on dividends and secure reimburse- 
ment from stockholders. 
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Tax-Wise 








Other Income Tax Data 


Credit Allowed for Taxes 








Allow Net Allow Federal of Other States ® 
Operating Income Taxes 7 

Loss (a) (b) Reciprocity 
Carryover® Corp. Indiv. Residents Nonres. Required 

No Yes Yes Yes * No No 

Yes Yes Yes No No No 

No No No Yes No No 

No No No Yes Yes Yes 

No Yes Yes Yes No No 

No No 

No No No No 

No No No Yes No No 

No Yes Yes Yes* No No 

Yes Yes Yes Yes* No No 

No Yes Yes No Yes Yes 

No Yes Yes Yes No No 

No Yes Yes Yes Yes Yes 

No Yes Yes Yes No Yes 

No No No Yes Yes Yes 

No No Yes’ No No® 

Yes Yes Yes No Yes Yes 

No No No Yes No No 

No Yes Yes Yes & Yes No 

No Yes Yes Yes Yes Yes 

No No No No 

No Yes Yes Yes Yes (a) No, (b) Yes 

No No No No Yes Yes 

Yes No No Yes* Yes (a) No, (b) Yes 

Yes Yes Yes Yes* Yes* Yes 

No Yes Yes No No 

No No Yes Yes Yes Yes 

No No 

No No Pyne 

No No No Yes °® Yes (a) No, (b) Yes 

No Yes No No No 

No Yes Yes No No . 

No* No No No Yes Yes 

No No No Yes Yes Yes 

Yes Yes‘ Yes’ No® No® _ 





4 District of Columbia optional tables are 
repealed as to taxable years beginning 
after December 31, 1949, but optional 
standard deduction is retained. 

Kansas, Louisiana, Mississippi and New 
York, although not providing optional tax 
tables, allow optional standard deductions. 

5 Colorado, Kansas, Kentucky, Louisiana, 
Minnesota, Missouri, North Dakota and 
Oklahoma specially limit recognition with 
respect to taxpayers, time or amount. New 
York taxes capital gains separately. 

Tennessee stocks and bonds income tax 
does not recognize capital gains or losses. 

Vermont personal income tax does not 
recognize capital gains or losses. 

® Vermont allows individuals a net op- 
erating loss carryover, following federal 
net income. 

7 Massachusetts allows individuals deduc- 
tions with respect to taxes actually paid 
on business income. 

Wisconsin limits corporation deductions 
to 10% of net income and individuals to 
3% of net income. 
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8 Some reciprocity provisions are nega- 
tive in effect—credit is given if the other 


state does not give credit. 
allow 


itants. 
Georgia limits credit to 


Several laws 


exemption of income rather than 
credit for taxes. 


Massachusetts tax applies only to inhab- 


income from 


business or investment in property in the 
other state. 

Alabama, Idaho, Louisiana, North Caro- 
lina and South Carolina provisions apply 
to resident individuals and domestic cor- 


porations. 


all taxpayers. 
North Dakota Commissioner is author- 
ized to make reciprocal agreements. 


Wisconsin allows credit, 


basis, to natural persons 


Missouri provision applies to 


on reciprocal 
domiciled in 


other states but who are deemed residents 
under Wisconsin law. 
















The Salesman’s 


Travel Expense Deduction 


MORE RETURNS WILL BE QUESTIONED THIS YEAR. IT IS IMPOR- 
TANT FOR THE TRAVELING SALESMAN TO KEEP ACCURATE AND 
DETAILED RECORDS OF HIS TRAVELING EXPENSES 





| Ngreagonedn they are aware that travel- 

ing expenses are deductible from earnings 
in computing income tax, many salesmen 
do not keep a complete and accurate record 
of their expenditures while “away from 
home” in the pursuit of business. At year- 
end, some of them loosely estimate a “rea- 
sonable” deduction for traveling expenses 
and hope that it will stand up under exami- 
nation if they are called in by a representa- 
tive of the Bureau of Internal Revenue. 


In that eventuality, many months proba- 
bly will have elapsed since the tax return 
was filed and details will be difficult to recall. 
In conference, it will be pleaded that the 
figures shown are correct. But proof is not 
at hand. While the lack of records is not 
fatal to the deduction where it can be shown 
that some amount is allowable, the sum 
finally agreed upon, more often than not, is 
considerably less than would have been ac- 
cepted had factual evidence been submitted. 
With the thought in mind that more and 
more individuals will be called upon to pro- 
duce data in support of deductions claimed, 
this article will deal with the allowable 
traveling expenses of salesmen, and the 
record-keeping suggested. 


Traveling expenses may be defined as the 
cost of transportation, meals and lodging 
while away from home on the employer’s 
business. Often lost sight of, but properly 
included in traveling expenses, are expenses 
incurred in attending markets on the em- 
ployer’s business (if away from home) ; tips 
to porters, bellhops, waiters and others; 
postage; cab fares; telephone and telegraph 
charges; expenses of hiring public stenog- 
raphers; sample- or display-room hire; and 
baggage charges and the like. Naturally, it 
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must be shown that these costs are reason- 
able and necessary from the business stand- 
point. Personal expenses are not deductible. 


The Income Tax Regulations (Section 
29.23 (a)-2) state: 


“A taxpayer claiming the benefit of the de- 
ductions referred to herein must attach to his 
return a statement showing (1) the nature of 
the business in which engaged; (2) the number 
of days away from home during the taxable 
year on account of business; (3) the total 
amount of expenses incident to meals and lodg- 
ing while absent from home during the taxable 
year; and (4) the total amount of other ex- 
penses incident to travel and claimed as a 
deduction. 


“Claim for the deductions referred to here- 
in must be substantiated, when required by 
the Commissioner, by evidence showing in 
detail the amount and nature of the expenses 
incurred.” 


Thus it can be seen that one cannot plead 
ignorance of the record-keeping requirement 
and the necessity for retention of all sup- 
porting data. 


Suggested Practices 


A diary should be maintained in which 
may be noted the dates of departure from 
home; duration of the trips; cities and towns 
at which calls are made; and mileage cov- 
ered, if a personally owned automobile is 
used. Most stationers have excellent ex- 
pense-record books available. Some are de- 
signed to cover individual weeks and 
months, as well as the accumulated figures 
for the entire year, with a fairly detailed 
expense breakdown indicated, of the out-of- 
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pocket costs while on the road. It is not 
enough to fill this record with figures. 
Receipted bills, cancelled checks, hotel state- 
ments, etc., must be retained to support the 
expenses claimed. 


When travel is accomplished by means 
other than a personally owned automobile, 
it is relatively easy to prove the expenses 
shown for fares by retention of the ticket 
stubs. These further will evidence the extent 
of the trips made, and the time away from 
home. However, when one’s automobile is 
used, a number of items of expense are in- 
curred in operating and maintaining it. To 
facilitate accumulating the cost of gas, oil, 
etc., and too, in order to have a ready proof 
of such cost, it is suggested that a credit 
card be procured from any one or more of 
the major oil companies. Statements ren- 
dered and paid should be kept. 


Automobile expenses include costs of 
washes, waxes, motor tune-ups and repairs, 
anti-freeze, spark-plugs, battery charging 
and replacements, tire repairs and replace- 
ments and towing—to mention some of the 
items. Usually the car will be garaged for 
the night, when the salesman is checked in 
at a hotel, and the attendant who brings up 
the car in the morning is generally tipped. 
The storage charge and incidental tips can 
accumulate, during the course of the year, to 
several hundred dollars of deductible ex- 
pense. Obviously, all of these expenses 
should be recorded. 


Day-time parking costs may be incurred 
several times a day. Often, since the amount 
spent each time the car is parked is small, 
the individual neglects to accumulate this 
expense. Yet a tax saving can be realized 
by carefully noting such small items. 


Salesman’s Travel Expense Deduction 


Apart from the day-to-day car expenses, 
insurance, licenses, vehicle taxes and de- 
preciation are deductible. It is a wise policy 
to retain all bills and cancelled checks. 


Automobile depreciation may be calcu- 
lated on a four-year basis, ordinarily, though 
in some instances three years may be used, 
if the mileage covered and hard driving so 
warrant. In order to calculate and support 
the depreciation allowance, you must es- 
tablish the cost basis of the car, the date of 
purchase and the useful life expectancy. For 
example, assuming that a new automobile 
was purchased on January 1, 1947, and on 
June 30, 1949, was traded in for another 
new car, the following calculations would 
be made to compute the depreciation for 
1949 and the basis of the present automobile : 


Assuming that the car was purchased 


on January 1, 1947, for $2,400 
Depreciation allowed in 1947 and 
1948, based on a four-year life.... 1,200 





Depreciated cost on January 1, 1949. $1,200 


Depreciation from January 1 to June 
30, when the car was traded for 





cM R OE Stet ray eee AU er eee 300 
Depreciated cost of the old car at the 

time of the trade-in .............. $ 900 
Trade-in allowance on the old car 1,000 





Excess of the trade-in allowance over 
the depreciated cost of the old car $ 100 








New car purchase price... 


$2,600 


Less the excess of the trade- 
in allowance over the de- 
preciated cost of the old car 100 





Basis for the new car 


$2,500 








Allocating Depreciation Rate 


If the trade-in allowance for the old car 
is less than the depreciated cost at the time 
of the trade, then the difference is added to 
the purchase price of the new car in order 
to determine the new basis for the deprecia- 
tion calculation. In the instant case, with 
a basis of $2,500 for the car acquired on 
June 30, 1949, with a four-year life expected, 
the depreciation allowable would be $312.50 
for the period from June 30, 1949 to De- 
cember 31, 1949, for the new car. This sum 
is added to the $300 allowable on the old car 
for the first six months of the year and the 
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total for 1949 allowable depreciation is 
$612.50, if the car was used entirely for 
business purposes. 


A record of the time spent and the mile- 
age covered during the taxable year on 
business will provide a ready basis for al- 
locating that portion of the depreciation, 
insurance, licenses or vehicle taxes (which 
are in the nature of annual charges) amount- 
ing to the expense of travel for business. 
In other words, if 30,000 miles were driven 
during the taxable year, of which 27,000 
miles was on business, then ninety per cent 
of the aforementioned costs may be added 
to automobile expenses. 


To test the accumulated automobile ex- 
penses as a reasonable figure, divide the 
amount charged to business expense by the 
business mileage, and compare the resulting 
cents-per-mile cost with the six cents per 
mile allowed by the United States Govern- 
ment to its employees who drive their cars 
on official business. If your cost (excluding 
an unusual major repair) is in the neigh- 
borhood of the six-cents figure, your com- 
putations are probably accurate. In passing, 
it should be stated that if a casualty loss 
is incurred while driving on business, it is 
deductible to the extent not compensated 
for by insurance covering the damage to the 
car, property damage to others or personal 
injuries to others. 


With reference to subsistence expenses 
while traveling away from home, your daily 
record will provide the information needed. 
To support the cost of meals, telephone calls, 
telegrams and overnight car storage, many 
salesmen find it desirable to use the facili- 
ties of the hotel where they may be staying, 
so that the hotel bill will show a record of 


(a) Increase of rate from one per cent to 1% per cent, applicable to wages, 
salaries and compensation (mostly subject to withholding) of residents and non- 
residents on January 1, 1950, and to net profits of residents and nonresidents | 


for 1949; 


(b) Extension to cover income from all sources, commencing with 1949 


and including: 


(1) Corporation income, which has heretofore been exempt in view of the 


state corporate net income tax; 


(2) Investment income, heretofore held by the lower courts to be outside 


the scope of the law. 








PHILADELPHIA INCOME TAX AMENDMENTS 


| 
| 
Significant changes in rate and scope of tax include: 





such expenditures. For sundry cash items, 
such as cab fares, parking, tips and postage, 
about all that can be done by way of record- 
keeping is to make a daily summary entry 
in the diary. 


Expense totals preferably should be de- 
termined every month, so that a year-end 
figure for each type of traveling expense 
may be the more readily totalled. In the 
statement to be appended to the tax return, 
there should be first shown the period of 
time during the taxable year that you were 
away from home on business, the extent 
of the territory covered indicated by a listing 
of the states, and the business mileage if 
a personally owned automobile was used. 
Then following this, in tabular form, should 
be listed the various expenses constituting 
the traveling-expense deduction from gross 
earnings. 


Responsibility 
of Declaring Reimbursement 


In cases where the salesman is reimbursed 
by his employer for his traveling expenses, 
he must report the reimbursement as in- 
come, and then make his individual expense 
deductions as above. If actual expenses are 
less than the reimbursement received, the 
difference remains as income. Should the 
actual traveling expenses be greater than 
the reimbursement, the excess may be 
deducted. 


It cannot be stressed too strongly that 
care and constant attention to details are 
necessary if the traveling salesman is to 
secure the full benefit of the deduction from 
his compensation for traveling expenses in- 


curred. [The End] 
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By JOHN J. GRIFFIN 


FRAUD 


This article is based on a speech re- 
cently delivered before the Oklahoma 
Society of Certified Public Accountants 


UNCLE SAM IS COMING TO THE POINT WHERE HE MUST USE THE 
CRIMINAL INCOME STATUTES FOR HIS OWN ACCOUNT—NOT MERELY 


AS A WEAPON FOR IMPRISONING 


HE CONTINUING DRIVE now in 

progress against tax evaders means ex- 
tra duties for the tax consultant and requires 
of him a keen awareness of those duties and 
obligations. Increased currency velocity, or 
the availability of “cheap money,” and the 
current tax rates have combined to produce 
a hitherto-unheard-of number of tax evaders. 
The lifeblood of our national government, 
now in debt to the astronomical figure of 
$255 billion, is of grave concern to the Con- 
gress, the President and the administrative 
officers of the executive branch. With the 
government’s current spending rate of slightly 
more than $3 billion a month, which, inci- 
dentally is approximately what it cost to 
run the whole government for twelve months 
in 1929, everyone’s thoughts have turned to 
conservation and economy; and the con- 
certed efforts of Treasury Department en- 
forcement agents are of sufficient challenge 
to the tax evader to recover for Uncle Sam 
$2 billion or more annually of the bilked 
income. Significantly, as the drive for un- 
paid taxes is stepped up, and as thousands 
of new enforcement agents are recruited, 
criminal prosecutions are on the increase 
and the responsibilities of the tax consultant 
professions become greater and graver in 
direct proportion. 


In the enforcement of its internal revenue 
laws our national government has a very 
long and competent arm and, if necessary, 
can call in all of its agencies to assist in 
bringing to bar for prosecution all who have 
willfully withheld a part or all of their share 
of the cost of running that government. The 
most competent and effective arm engaged 
in the joint task of ferreting taxes and caus- 
ing criminal prosecution of the tax evader 


Fraud 





GANGSTERS AND RACKETEERS 


is the Intelligence Unit of the Bureau of 
Internal Revenue. 


The Intelligence Unit was organized in 
1919, and presently operates through four- 
teen field divisions, with its head and central 
office located in Washington. The unit’s en- 
forcement personnel, consisting of account- 
ants and attorneys, investigate criminal 
violations of internal revenue loss, particu- 
larly those involving fraud in tax cases, and 
serious infractions of the disciplinary rules 
on the part of employees in the internal 
revenue service. 


The agents of the unit also investigate 
applications for enrollment of attorneys and 
accountants to practice before the Treasury 
Department, as well as all charges against 
enrolled attorneys and accountants. The pur- 
pose and aim of the organization is to obtain 
the facts, whether these facts convict or 
exonerate the person under investigation. 
It is the responsibility of the Intelligence 
Unit to develop the facts and evidence for 
use in proceedings in court. 


Initiation of Case 


The fraud cases are developed in a num- 
ber of ways; but ordinarily they have their 
beginnings as the result of the uncovering 
of unusual and suspicious transactions dur- 
ing a routine examination by a deputy col- 
lector or revenue agent, or through leads 
sent to the Bureau of Internal Revenue by 
informers. In the normal course the revenue 
agent and special agent simultaneously begin 
their full-scale investigations of the taxpay- 
er’s records, and throughout the examination 
there is a close working bond of coopera- 
tion and harmony between the two men. 
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The revenue agent is responsible for the 
audit features of the case, and must be able, 
through facts found and his knowledge of 
accounting and of the income tax laws, rea- 
sonably to substantiate in his report all 
technical adjustments made. The special 
agent is akin to his “G-man” cousin, and 
holds a position more in the nature of an 
assistant to the United States District Attor- 
ney in that he is responsible for the so-called 
“fraud” features and must be able to identify 
in his report valid evidence existing to sup- 
port his recommendations of the assessment 
of the civil penalty and criminal prosecution. 


Percentagewise the number of individuals 
audited by the Bureau each year is nominal 
(approximately 1.5 per cent of all individual 
returns filed), but the number of civil fraud 
penalties sustained upon recommendations 
by the Intelligence Unit bulks large in pro- 
portion to the number of tax cases worked 
by the special agents. With the internal rev- 
enue service employing nearly 60,000 men 
and women, literally hundreds of pairs of 
eyes scan the pages of every federal income 
tax return filed; thus, it is no wonder that 
the chance of being audited in the case of 
‘ returns with large income, large refunds, 
large numbers of dependents, unexplained 
items of consequence and irregular or sus- 
picious transactions is almost one hundred 
per cent. 


Taxpayer-Agent Relations 


Throughout the fraud investigation the 
taxpayer and the tax consultant will observe 
an obviously reserved demeanor respecting 
the special agent; and even the revenue agent, 
who only last year or last month was affable 
and frank in his discussions of another tax 
matter with the accountant or attorney, will 
be inhibited and reluctant to talk much. 


In the routine examinations made by reve- 
nue agents, there is some degree of flexibility 
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on the part of the agent with regard to 
discussions and decisions on controversial 
items with the taxpayer. In a work, the 
degree of proof is now always the same 
during an investigation by a revenue agent 
as it is before the Tax Court or any other 
court or agency of the government. The 
revenue agent will discuss his proposed ad- 
justments with the taxpayer or his representa- 
tive, and determine to his own satisfaction 
that the evidence offered and the explana- 
tions given of the accepted items which were 
examined are adequate and substantially cor- 
rect. He feels that, given additional time, 
the taxpayer could prove his statements. 
This is not true in a fraud investigation. For 
the most part, a fraud investigation partakes 
of unilateral action of the agents, in that 
they allow the taxpayer and his employees, 
attorneys, accountant and other agents to 
do most of the talking, while the examiners 
question and listen. The reason for this 
position of the investigators should be ap- 
parent: as anything said by the taxpayer 
may be used against him in a criminal case, 
so may the taxpayer use the threats and 
promises of the agents to his advantage 
during the trial. Revenue agents and spe- 
cial agents are under strict instructions not 
to disclose their findings or discuss any of 
the results of their audit with the taxpaver 
or anyone else. In fact, they must see all 
and hear all but speak nothing; and: they 
do not apprise their superior officers of the 
full facts of the case until their reports have 
been submitted. 


The taxpayer and his accountant and at- 
torney must early awake to the seriousness 
of a fraud investigation. When the revenue 
agent and special agent appear on the scene 
for the first time, it does not usually mean 
that the investigation is now ready to begin. 
Before being introduced to the taxpayer the 
two men probably had strong suspicion, if 
not material evidence, of the criminal acts 
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gleaned from the records and testimony of 
third parties with whom the taxpayer had 
previous business dealings. Therefore, if the 
taxpayer should stand on the constitutional 
rights granted to him by the Fourth and 
Fifth Amendments and refuse to permit a 
search of his records and refuse to answer 
any question put to him, the agents will 
ordinarily not experience a complete loss 
in making their case. By its very nature, 
fraud is serious business; and the tax 
consultant will well discharge his heavy re- 
sponsibilities and protect his client to the 
fullest by studying the government’s admin- 
istrative procedure and by knowing his and 
his client’s rights and privileges, their obliga- 
tions and responsibilities. 


Rules of Evidence 


There are no definite rules of evidence in 
proceedings within the Bureau. Although 
the formal and technical rules of evidence 
are relaxed to considerable extent in such 
proceedings, such rules as guides are usu- 
ally followed by the agents and others in 
securing facts for Bureau consideration, at 
least to the extent of insuring that no deter- 
minations shall be made within the Bureau 
except on fact foundations, as distinguished 
from mere conclusions and surmises. 


The taxpayer is, in a manner of speaking, 
on trial throughout the investigation. His 
and his representatives’ actions, cooperation 
and presentation and proof of defensive evi- 
dence are of the utmost importance, for to 
underrate the authority and significance of 
the special agent’s and revenue agent’s initial 
recommendations is foolhardy. Much more 
of the agent’s evidence in a fraud case is 
taken from records of third parties than is 
customary in an ordinary civil tax matter; 
and interviews with the taxpayer, his tax 
consultants and other witnesses are usually 
transcribed and taken under oath. The tax- 
payer is at all times permitted to have his 
attorney with him, and the accountant may 
be present at a conference between Bureau 
officials and the taxpayer if he is an enrolled 
agent or is acting as a witness. After the 
government stenographer has transcribed 
her notes, the taxpayer will be asked to read 
and sign the typed transcript; but only if he 
has signed, will he—or any witness, for that 
matter—be given a copy of his testimony. 


On almost any working day, and probably 
at any working hour, a taxpayer and his 
representatives, one or all, will be granted 
the request for a conference respecting the 
investigation. Unfortunately, however, those 
on the defensive can expect no material in- 
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formation from the examiners or the special 
agents’ offices. It is my opinion that the 
taxpayer’s most important hearings (from 
his standpoint) will be those held in the 
offices of the regional counsel and of the 
General Counsel, and in the Criminal Sec- 
tion of the Tax Division of the Department 
of Justice. In the regional counsel’s office 
certain of the charges can be learned for 
the first time—for example, what the nature 
of the case developed against the taxpayer 
is, why fraud is suspected, why the examina- 
tion was not considered mere routine or why 
the case must follow a different procedure 
from the usual. 


If the government has an open-and-shut 
criminal prosecution case, or if the chances 
for conviction appear excellent, no one at 
any level of the procedure will divulge any 
significant information or apprise the tax- 
payer or his representatives of any of the 
government’s evidence. To do so would 
deprive the United States attorney of the 
tactical advantage usually present in every 
criminal tax prosecution. Notwithstanding, 
the government will hear at all stages of 
the examination any and all argument and 
evidence of a defensive nature; and many 
times, because of such argument and evi- 
dence, the criminal case never gets past the 
regional office. 


Criminal Prosecution Procedure 


The flow chart of the case through the 
Bureau and Department of Justice is some- 
what as follows whenever criminal prose- 
cution against an Oklahoma taxpayer is 
approved: 


(1) After the investigation has been con- 
cluded by the revenue agent and special agent, 
the typed revenue agent’s report is sent by 
the internal revenue agent in charge in Okla- 
homa City to the special agent in charge in 
Kansas City, Missouri. 


(2) Two copies of the revenue agent’s re- 
port are forwarded to the senior agent in 
charge of the Intelligence Unit in Oklahoma 
City. One copy of the revenue agent’s report 
is turned over to the special agent who con- 
ducted the examination with the revenue 
agent, and the second copy is retained in the 
file temporarily. 


(3) The special agent who made the origi- 
nal investigation prepares a report in which 
the taxpayer’s personal history, health and 
criminal record are discussed, and in which 
each fraud item adjusted in the revenue agent's 
report is explained in detail, together with 
statements, based on fact, which allegedly 
‘can be proved, indicating conclusively to 
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the special agent that fraud has been com- 
mitted and taxes willfully evaded. The spe- 
cial agent’s report also gives information as 
to witnesses, writings and other evidence. 


(4) The special agent’s report is reviewed 
by the senior agent of the Intelligence Unit 
and compared with the revenue agent’s re- 
port. Then both reports are addressed to 
the Chief of the Intelligence Unit in Wash- 
ington, but are routed via the special agent 
in charge in Kansas City. 


(5) The special agent in charge reviews 
both reports, and after approval forwards 
them to the senior attorney in charge of the 
Penal Division’s regional counsel branch 
office located in Kansas City. 


(6) The senior attorney in charge nor- 
mally assigns the reports to one of his assist- 
ant attorneys or reviews them himself, and 
after approval of the recommendations re- 
quests the revenue agent in charge in Okla- 
homa City to foward to him the entire case 
file on the taxpayer. In this office there is a 
most exacting review of the case, for it is 
at this stage that well-trained attorneys weigh 
the possibilities of conviction. Probably, for 
the first time, the taxpayer here puts his 
best defense foot forward if he requests and 
receives a hearing. 


(7) After receipt of the complete file, the 
senior attorney forwards the reports and 
files, together with his recommendation of 
criminal prosecution, to the regional counsel 
in Chicago. 


(8) The regional counsel in Chicago, as 
is customary, cursorily inspects the file and 
adds his approval to the reports, which are 
now sent to the Chief of the Intelligence 
Unit and then to Mr. Charles Oliphant, the 
Chief Counsel in the Bureau in Washington. 


(9) In Mr. Oliphant’s office the proceduré 
is similar to that in the regional counsel’s 
office in Chicago, with hardly more than the 
preparation of a letter of transmittal to for- 
ward the case to the Commissioner for his 
approval and then to the Tax Division of 
the Department of Justice. Generally, the 
conclusions of the regional counsel’s office of 
the Penal Division are left undisturbed. 


(10) Attorneys in the Criminal Section of 
the Tax Division and the Assistant Attorney 
General in charge of the tax division thor- 
oughly and painstakingly review the reports 
and then forward the approved case jacket to 
the United States District Attorney in Okla- 
homa City. Upon receipt of the file, the 
latter usually requests the assistance of the 





(11) The taxpayer goes to trial on only 
the fraud issues involved in the case, which 
issues have been specifically set forth by the 
Bureau, and the tax deficiency is recomputed 
on a basis involving only these fraud items. 
All technical and other adjustments which 
do not include fraud are removed before 
the case jacket is sent to the United States 
Attorney. All issues involved in the civil 
tax computation and penalties are held in 
abeyance until after the conclusion of the 
trial. 


(12) After the taxpayer’s acquittal or con- 
viction, the case is referred to the office of 
the internal revenue agent in charge and to 
the office of the collector for adjustments and 
collection of the tax. In the Department of 
Justice there are presently more than 1,500 
cases awaiting transfer to the United States 
Attorneys for possible indictments or await- 
ing return to the Bureau for disposition 
without criminal prosecution. The General 
Counsel’s office has been efficiently process- 
ing fraud cases, and is now rapidly clearing 
its stuffed files. 


Penalties 


The Internal Revenue Code demands a 
fifty per cent civil penalty of those who file 
a false or fraudulent income tax return with 
the intention of defeating the proper amount 
of their taxes due. This same penalty will 
be asserted against any who fail to file in- 
come tax returns with intent to defraud the 
government or defeat their correct tax liabil- 
ities. Another section of the law provides 
that as much as twenty-five per cent of the 
total tax due may be assessed as a delin- 
quency penalty for the failure to file an in- 
come tax return. Thus, where no return has 
been filed, and the motive was the intent to 
defeat the tax and defraud the government, 
the taxpayer may be assessed the total tax 
which would be due if a timely and correct 
return had been filed, plus seventy-five per 
cent of that total tax figured as penalty. In 
addition, six per cent interest on the total 
tax, but not on the penalty, accrues from 
the date the return was due to be filed until 
the date the tax is paid. For example, if 
one had failed to file a federal income tax 
return for 1942, and his income tax liability 
was $10,000, his total bill to be paid on Sep- 
tember 15, 1949, after discovery by the fed- 
eral agents that fraud had been committed, 
would be: 


oo Sree $10,000 
Ad valorem fraud penalty ...... 5,000 
Ad valorem delinquency penalty. 2,500 


original examiners, that is, the revenue agent TE eT Cree 3,300 
and the special agent, in preparation for trial. fo ee ees area ee $20,800 
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Unfortunately for the uninformed and 
misdirected individual, this is not all of the 
bill. In addition to the above penalties, if 
the taxpayer is found guilty of the crime 
of income tax evasion, he is liable for a 
maximum sentence of five years in a federal 
penitentiary for each of the years involved, 
plus the cost of his prosecution to the gov- 
ernment. While this would seem to be suffi- 
cient handicap to any person, the taxpayer 
is not through. After he returns from prison, 
and tries to salvage what little remains and 
start life anew, the Bureau of Internal Rev- 
enue will not forget our hypothetical tax- 
payer’s past criminal record. From the day 
of his conviction until after his death, his 
income tax returns will be given careful 
attention by the reviewers for new and 
continuing fraud, and if he is an accountant, 
lawyer, doctor or other professional person, 
there is always the question of professional 
ostracism, 


Types of Fraud 


There are two kinds of tax fraud, as 
viewed from the government’s position. 
One is a civil fraud, which carries with it 
the ad valorem sanctions above itemized; 
the other is a criminal fraud, which requires 
a suit by the government in the United 
States District Court to assert any fines or 
other specific penalties in connection there- 
with. Of course, a taxpayer may be guilty of 
both civil and criminal fraud —he always 
is when convicted of the crime of tax evasion. 
No one can escape criminal responsibility 
solely by the payment of additional taxes 
due and of the ad valorem civil penalties 
resulting therefrom. 


The purpose of the civil fraud penalty 
is not punishment; it is primarily to safe- 
guard the revenue and to reimburse the 
government for the heavy expense of investi- 
gations and for the loss resulting from the 
fraud. Therefore, the taxpayer’s right not 
to be subjected to double jeopardy is not 
violated by the imposition of the civil fraud 
penalty after a prosecution for tax evasion, 
whether the taxpayer was convicted or ac- 
quitted of the crime. Conversely, the im- 
position of the civil penalty is no barrier 
to subsequent criminal prosecution. An ac- 
quittal on the criminal charge of tax evasion 
is not res adjudicata with respect to the civil 
penalty, since the required degree of proof 
to sustain the criminal charge is greater 
than for the civil penalty, and the acquittal 
establishes not that there was no fraud but 
only that it was not proved beyond a reason- 
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able doubt. Moreover, such an acquittal is 
not, in a civil case, admissible evidence of 
the taxpayer’s freedom from fraud. 


The measure of proof in criminal, civil 
tax and other civil cases is not the same. 
The Commissioner is required to establish 
intent to evade tax by a preponderance of 
the evidence which must be clear and con- 
vincing in civil cases wherein the fifty per 
cent penalty is in question. Thus, the bur- 
den of proof in a civil income tax fraud case 
is less than the proof beyond a reasonable 
doubt required in criminal cases, but more 
than the proof by a preponderance of the 
credible evidence required in ordinary civil 
litigation. In criminal prosecutions under 
the internal revenue laws, for willfully at- 
tempting to defeat or evade tax, the burden 
of proof, of course, is upon the government 
to sustain the charge alleged in the indict- 
ment. In such cases, it is usually not diffi- 
cult to obtain an indictment because the 
proceedings before the grand jury are en- 
tirely ex parte. Where the Commissioner 
alleges that the taxpayer has been guilty 
of fraud in a proceeding before the Tax 
Court, he must prove it. If he alleges fraud 
in a proceeding in a United States District 
Court to recover taxes and fraud penalties, 
he has the burden of proving his fraud charges 
without the aid of any presumption. There 
is never a presumption of fraud aiding the 
Commissioner in such cases. The govern- 
ment is not required to prove the exact 
amount of the net income as charged in 
the indictment; nor must it establish the 
fraud by direct proof of intention. Since 
willfulness or intent is an intangible thing, 
direct proof of its existence is not required. 
A jury may infer intent from all of the cir- 
cumstances in the particular case. 


Where a deficiency has previously been 
assessed and paid for the tax year under 
consideration, the fifty per cent penalty is 
based upon the difference between the total 
tax due and the tax shown on the return, 
and thus includes such deficiency. Further, 
if any part of a 1942 deficiency is due to 
fraud with intent to evade tax, no part of 
the 1942 or 1943 tax will be forgiven. The 
courts hold that tax evasion is malum pro- 
hibitum, and that therefore the liability for 
the civil penalty survives the death of the 
taxpayer and may be assessed against and 
collected from his estate. 


Here are the sections of the Code and 
the respective penalties provided thereunder 
which deal with the most severe sanctions in 
the internal revenue laws: 
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Offense 


145(a) Willful failure to pay the tax, make a re- 
turn, keep records and supply information. 

145(b) Willful failure to account and pay over and 
willful attempt to evade or defeat the tax. 

145(c) Willful making and subscribing of a return 
which is not believed to be true and correct 
as to every material matter. 

291(a) Failure to file return unless due to reason- 
able cause. 

293(a) Any part of deficiency due to negligence 
or intentional disregard of rules, but with- 
out intent to defraud. 

293(b) Any part or all of deficiency due to fraud 
with intent to evade or defeat tax. 

1630(a) Willful making and subscribing of return, 


Penalty 
Misdemeanor—to $10,000 fine 
and/or 1 year in prison. 
Felony—to $10,000 fine and/or 5 
years in prison. 
Felony—to $2,000 fine and/or 5 
years in prison. 


Civil—5% of total tax for every 
30 days delinquent or fraction 
thereof; maximum penalty 25%. 


Civil—5% of total deficiency (mu- 
tually exclusive with 50% civil 
fraud penalty). 


Civil—50% of total deficiency. 






statement or document which 


is made 


Felony—to $2,000 fine and/or 5 
years in prison. 


under the penalties of perjury and which 
is not believed correct in every material 


matter. 


3616(a) Delivering or disclosing to Bureau any false 
or fraudulent list, return, account or state- 


Misdemeanor—to $1,000 fine 
and/or 1 year in prison. 


ment with intent to defeat or evade the 
valuation, enumeration or assessment. 


3616(b) Neglect to appear or produce records after 


due summons. 


3793(b) Willful aid or assistance in preparing, coun- 
seling or presenting a false or fraudulent 


Misdemeanor —to $1,000 fine 
and/or 1 year in prison. 


Felonyv—to $10,000 fine and/or 5 
years in prison. 


return, affidavit, claim or document. 


The so-called ‘“false-statement” statute 
(Title 18, Section 1001, United States Crim- 
inal Code) provides that anyone who know- 
ingly and willfully falsifies or conceals any 
material fact, account, claim, certificate, 
statement, etc., in any matter within the 
jurisdiction of any department or agency of 
the United States, shall be fined not more 
than $10,000 or imprisoned not more than 
ten years, or both. ; 


If two or more persons conspire to com- 
mit any offense against or to defraud the 
United States, and one or more of such per- 
sons do any act to effect the object of the 
conspiracy, each shall be fined not more 
than $10,000 or imprisoned not more than 
five years, or both (Title 18, Section 371, 
United States Criminal Code). 


Period of Limitations 


The limitation period for Section 145 (a) 
is three ears; the statute begins to run 
when the failure to make a return, pay a tax, 
keep records or supply information becomes 
willful. The statute of limitations is also 
three years in most civil tax matters, in- 
cluding the assertion of the negligence pen- 


alty under Section 293 (a); but there is no 
time limitation within which the tax and 
civil penalties imposed under Section 293 (b) 
must be collected. The fifty per cent fraud 
penalty and tax deficiency could be assessed 
and collected in 1949 on net income earned 
in 1913 but fraudulently understated in the 
1913 return. 


The period within which an indictment 
may be found or information instituted 
under Sections 145 (b), 145 (c) and 3793 (b) 
by which a person will be criminally prose- 
cuted is six years next after the commission 
of the offense. Time during which the per- 
son committing any of the offenses is absent 
from the district wherein the offense is com- 
mitted shall not be taken as any part of the 
time limited by law for the commencement 
of such proceedings. There was a suspen- 
sion of the statute during the war years. An 
example of the working of the six years’ 
statute would be a case in which a taxpayer, 
with the help of a knowing tax consultant, 
filed a fraudulent 1948 individual income tax 
return on March 15, 1949, and thereafter 
both men were indicted by the grand jury, 
or the information was filed, on or before 
March 15, 1955. On the basis of the assump- 
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tions made, the government would not be 
barred from criminally prosecuting them. 
Moral: “Beware the Ides of March.” 


In the government’s drive against tax 
evaders, Section 145 (b) is its big stick. The 
statute refers to “attempts in any matter 
to evade or defeat” the tax, and so the 
language used has been ruled to apply to the 
giving of instructions or advice with the pur- 
pose and intent of inducing persons liable 
to make returns or pay tax to refrain from 
doing so. Be it remembered that the charge 
under Section 145 (b) is a felony; therefore, 
the tax evader and any tax consultant con- 
victed thereunder will also suffer the loss 
of his civil rights, including the right to vote. 


Section 3793 (b) has been little used by 
the government in view of the broad scope 
of the language of Section 145 (b), but the 
“tax consultants’ statute” stands as a ready 
reminder that the Treasury Department has 
another powerful weapon at its call in the 
right to recoup revenue lost through nefari- 
ous schemes. This section makes it a felony 
for any person willfully to aid or assist in, 
or to procure, counsel or advise, the prepa- 
ration or presentation of a false or fraudulent 
return. The offense is committed by the tax 
consultant whether or not the fraud is with 
the knowledge or consent of the taxpayer 
involved. The essence of the crime under 
this section is the assisting or counseling in 
the preparation of a false return or other 
document; and it is no defense that the ad- 
vice was contained only in letters, and that 
the defendant was never in the district in 
which the documents were prepared. Of 
course, corporate officials may be prosecuted 
for attempting to evade the corporation’s 
taxes, and a husband may be prosecuted for 
the evasion of his wife’s taxes. Further- 
more, a person may be indicted for making 
a false income tax return and also, on a 
second count, may be charged with perjury. 
The two offenses are not the same within 
the meaning of the constitutional prohibition 
against double jeopardy. 


Oklahoma Case 


To my knowledge, Oklahoma’s first case 
under Section 3793 (b) was the government’s 
successful conviction of Gilbert Woodruff in 
Judge Vaught’s court on November 30, 1948, 
for willfully “aiding in the preparation and 
presentation of a false and fraudulent in- 
come tax return to the Collector of Internal 
Revenue.” Mr. Woodruff, an elderly and 
untrained “tax expert,’ was charged with 
twenty-seven different counts under Sec- 
tion 3793 (b), and was thus liable for the pos- 
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sible sentence of 135 years in a federal 
penitentiary plus $270,000 fine if he had 
been found guilty as charged. 


The defendant testified that he had pre- 
pared over three hundred—principally short- 
form—calendar year 1947 returns, mostly 
for veterans and Tinker Field employees, 
for which he had received nominal or no 
fees. Some of his clients testified that when 
they had asked Mr. Woodruff his fee, they 
were told; “You don’t owe anything now; 
but when you get your refund, come see 
me.” Suspiciously enough, all of the twenty- 
seven returns handed to the jury for 
examination were similar in many respects. 
Contributions, interest, bad debts and casualty 
losses (principally losses allegedly due to 
automobile accidents) were the items padded 
on one or all of the returns, according to 
the statements of the respective taxpayer- 
clients. After deliberating a short time, the 
jury returned to the courtroom and asked 
the federal district judge whether it could 
see the return which had been identified by 
one of the twenty-seven taxpayers as his 
and as having been prepared by Mr. Wood- 
ruff, but which bore the signature of the 
taxpayer and his wife in a third party’s hand- 
writing. This particular witness said, under 
oath, that he had left his Form W-2 and 
other information with the defendant, and 
that when he later returned to sign the com- 
pleted income tax report, Mr. Woodruff had 
hold him that the return had been prepared 
and filed with the collector. With Judge 
Vaught granting the jury’s request, it was 
not long until the twelve men returned with 
the verdict of guilty, on one count only— 
the one related to the above-described incident. 


Much hard work was done by the Treas- 
ury agents in this case, and literally hun- 
dreds of returns and other documents were 
given a searching examination before the 
defendant could be brought to trial. Judge 
Vaught, after considering the probation 
officer’s report and the health and age of the 
self-styled tax expert, placed the sick man 
on probation for five vears and permitted him 
to leave the state to live on a Missouri farm. 


Criminal Prosecution Policy 


When fraud is uncovered by an agent of 
the Treasury Department, an unyielding and 
relentless investigation is conducted by the 
special agent and usually by a revenue agent. 
The criminal phase of such examination is 
not closed until the Treasury is satisfied that 
the taxpayer could not be successfully prose- 
cuted, or until a verdict for or against him 
is returned in the United States District 
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Court. However, the Bureau’s policy, while 
increasingly aggressive, is not one of indis- 
criminate severity. Laws enacted by Con- 
gress require prosecution of all tax evaders, 
and it is and always has been the position 
of the government to follow the letter of 
the law if there appears a better-than-ever 
chance of proving the taxpayer’s guilt. 
Criminal proceedings are not regarded as 
implementing the ordinary civil remedies avail- 
able for enforcing tax collections. On the 
contrary, it is the view of the Bureau that 
the collection of the civil liabilities, including 
fraud penalties, is a matter entirely apart 
from the criminal aspects of a case; and 
where it has been finally concluded that sub- 
stantial evidence and guilt and a more than 
reasonable prospect of conviction exist, the 
case cannot be disposed of by a mere pay- 
ment of money alone. The only way in 
which the criminal phase of such a case may 
be settled without a trial is by the entry of 
a plea to one or more of the major counts 
of the indictment. 


Since it is the government’s policy to 
prosecute only when a conviction is almost 
certain, many taxpayers pay the fifty per 
cent ad valorem civil penalty without being 
involved in criminal proceedings. Criminal 
prosecution is recommended by special agents 
in only about twenty-five per cent of the 
income tax fraud cases in which they par- 
ticipate, but the three out of four of such 
taxpayers who are not criminally prosecuted 
are usually given an examination no less 
searching. In the fiscal year ended June 30, 
1948, the Intelligence Unit conducted 3,800 
fraud investigations, in which 985 prosecu- 
tions were recommended. Only 328 indi- 
viduals were tried, resulting in 315 convictions 
and thirteen acquittals. Of those indicted, 
about twenty per cent went to trial, the 
majority being pleas of nolo contendere er 
guilty. 


One can hardly be charged with fraud 
when he has given in his return the facts 
of an income-producing transaction or a 
claimed loss or other item; on the other 
hand, he cannot escape the responsibility 
for penalties by shifting the blame to offi- 
cers and agents. Nor does the principal’s 
responsibility lapse with the agent’s death. 
No one may escape liability for penalties 
under the excuse that because he was busy, 
he delegated the work of preparing a re- 
turn. A corporation’s responsibility, both 
civil and criminal, for the acts of its officials 
and its officers survives a complete change 
in management, even though the new man- 
agement is entirely innocent. The taxpayer 
may not seek refuge in the fact that advice 
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was sought from counsel when the taxpayer 
is himself informed as to the income tax laws 
and, on occasion, advised with reference 
thereto. 


Fraud is primarily a matter of intention 
or a “guilty mind,’ and a conclusion that 
“bad faith’ exists cannot be based upon 
mere guesswork. The Bureau recognizes 
the fact that it is humanly possible to estab- 
lish a man’s intent with respect to a particu- 
lar act in just one way—by his actions, 
including, of course, his statements. In some 
cases omissions from books and records 
may be evidence of fraud equally as strong 
as anything appearing in the records. Since 
fraud is the working of subjective processes 
which may, of course, be inferred from cir- 
cumstances, the Supreme Court concludes 
that “an evil motive” is a constituent ele- 
ment of the crime charged in the statute 
denouncing the willful failure to do things 
thought to be requisite of the proper admin- 
istration of the income tax law. 


Several acts from which positive attempts 
to evade the tax might be inferred are these: 
keeping a double set of books; making false 
entries or alterations, or false invoices or 
documents; destroying of books or records; 
concealing assets; or covering sources of 
income. To establish fraud by direct proof 
of intention is seldom possible. Usually it 
must be gleaned from the several actions 
in question and from the conduct of the 
taxpayer relative thereto. Any conduct, the 
likely effect of which would be to mislead or 
to conceal, is a cause for criminal prosecu- 
tion. If the tax-evasion motive plays any 
part in such conduct, the offense may be 
made out. The Bureau gives careful con- 
sideration to any information of a truly 
defensive character; and where the defenses 
remove the element of intent from the case or 
reduce the understated net income to a nomi- 
nal amount, the matter will in all likelihood 
be disposed of on the basis of collection 
of the civil liability only. 


Avoidance Distinguished 


The Supreme Court has said that the legal 
right of the taxpayer to decrease the amount 
of what would otherwise be his tax, or 
altogether to avoid tax, by means which 
the law permits cannot be doubted. More- 
over, it has frequently been stated that a 
taxpayer may diminish his liability by any 
means which the law permits; the fact that 
his attempts to diminish his liability are 
unsuccessful does not mean that he is guilty 
of income tax fraud. There are certain kinds 
of avoidance which the government permits 
and intends all taxpayers to practice. Avoid- 
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ance, unlike evasion, is not a crime but a 
right, the exercise of which is sometimes 
abused. Over and over again the courts 
have said that there is nothing sinister in 
sO arranging one’s affairs as to keep taxes 
as low as possible, for no one has any pub- 
lic duty to pay more than the law demands. 
Taxes are enforced exactions, not voluntary 
contributions; and to demand more in the 
name or morals is mere cant. 


But where the tenuous line of avoidance 
ends and evasion begins is a matter only the 
omniscient can say. Fortunately, the gov- 
ernment will listen to reason and act reason- 
ably where the tax has only been avoided. 
However, some taxpayers’ and tax consult- 
ants’ actions and explanations of certain 
transactions strain credulity. Puerile ex- 
cuses will not palliate the stark fact of fraud 
evident in the omission of substantial income 
from the return. 


Government's Voluntary 
Disclosure Policy 


It is the policy of the government to col- 
lect the tax, civil penalties and interest, but 
not to recommend the criminal prosecution, 
of a tax evader who makes a voluntary dis- 
closure of his intentional evasion before the 
investigation has been initiated. An investi- 
gation, it is said, begins whenever an em- 
ployee of the Bureau of Internal Revenue is 
assigned or requests a return for examina- 
tion, or where an employee has requested 
advice of appropriate officers of the Bureau 
with respect to the filing of a return or the 
payment of taxes. Some special agents’ offices 
hew to the position that if any investigation 
has been commenced by a governmental au- 
thority—not necessarily a federal agency— 
with respect to a taxpayer’s business oper- 
ations, it is too late to make a voluntary 
disclosure. Although it has been semi- 
officially claimed that the time of disclosure 
and the time of the initiation of an investi- 
gation are matters which can be ascertained 
with complete objectivity and certainty, such 
is not, in practice, the case. 


Once a return has been assigned to an 
agent for audit, it is too late for a voluntary 
disclosure. The suspicion of fraud alone 
does not start the investigation wheels; nor 
does an inquiry of the Department by the 
taxpayer or his representative. But an in- 
quiry (with no suggestion of fraud) may 
precipitate an examination which results in 
criminal prosecution and the rejection of a 
voluntary disclosure. Public announcement 
of the identifiable event which is to be con- 
sidered the initiation of an investigation so 
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as to preclude a subsequent voluntary dis- 
closure has not been made by the Bureau. 
Whether or not a voluntary disclosure 
has been made is a matter for the sole deter- 
mination of the Treasury Department, which 
determination is respected by the Depart- 
ment of Justice. Although the taxpayer may 
not introduce evidence of a voluntary dis- 
closure as a legal defense at the trial, such 
evidence is received in the Bureau and the 
Department of Justice, and may be the very 
consideration which turns the tide in favor 
of the taxpayer. The defendant in a crim- 
inal action, of course, may offer a voluntary 
disclosure statement as evidentiary matter 
tending to prove the lack of willfulness. 


Unfortunately, there is no way under pres- 
ent governmental procedure for a taxpayer 
to learn beforehand whether an investiga- 
tion has been started. Once he has advised 
the Bureau of his desire to make a dis- 
closure, the tax evader must be prepared for 
a very “unroutine” examination of his 
books and records, and for at least one 
voluntary question-and-answer period at 
which the testimony is taken under oath and 
transcribed. The Treasury Department’s 
policymakers in Washington are mindful of 
the disparity in the administration of the 
cases wherein disclosures are made before 
an audit has begun, or in its early stages; but 
neither the consultant nor the taxpayer can 
expect from the tax-collecting hierarchy any 
specific information identifying positively 
the time and event which begins an investi- 
gation. 


Many taxpayers who might otherwise dis- 
close their misdeeds are reluctant to chance 
criminal prosecution when the government’s 
practical policy thwarts its stated policy of 
encouraging repentant taxpayers to clear 
themselves without criminal punishment. 
And yet, on the other hand, the Penal Divi- 
sion of the Bureau and the Department of 
Justice both give serious consideration to 
restitution (which includes the tax de- 
ficiency, all civil penalties and interest) and 
a voluntary disclosure in the form of an 
amended return in mitigation of willfulness, 
especially where both the payment and 
amended return are received early in the 
investigation. 


It is well to remember that a voluntary 
disclosure acts as a waiver of the taxpayer’s 
constitutional privilege against self-incrim- 
ination, and thus poses one of the most 
difficult problems the tax consultant will ever 
be called upon to solve. 


The agents will use all admissions in 
making their case, and virtually any in- 
formation given along with such admissions 
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will be reported and may be used at the 
trial against the defendant. 


Only after the tax counsel has studied 
all of the facts of the case, and is familiar 
with and thoroughly understands the Bu- 
reau’s voluntary disclosure policy as it is 
then administered, should he undertake to 
advise his client to file an amended return 
or make the disclosure in some other form. 


Tax Consultants’ Responsibilities 


Tax consultants, who in the aggregate 
help to collect billions of dollars to support 
the United States Government, need to 
understand their rights and responsibilities 
and those of their clients under the tax laws. 
Ignorance of taxpayers’ representatives as 
to a plain statute or regulations given the 
effect of law will not be enough to relieve 
their clients of any penalties. Yet, it may 
be generally stated that one who acts upon 
the advice of reputable counsel will not be 
considered guilty of fraud. Of course, for 
the taxpayer to be relieved of the fraud 
penalties, it must appear that he conveyed 
to his counsel complete and accurate infor- 
mation on the point involved. The Bureau 
does not recommend the practice of any 
form of entrapment; but it does require of 
the examiners a relentless, searching in- 
vestigation down all of the possible avenues 
leading to conviction. Consequently, it be- 
hooves every tax lawyer and accountant to 
learn and recognize the govenment’s method 
of procedure and examination and every 
citizen’s constitutional rights and privileges, 
with their attendant legal obligations and 
responsibilities. 


It is the duty of each attorney or account- 
ant enrolled with the Treasury Department 
who knows that a client has not complied 
with the law, or has made an error in, or 
an omission from, any return, document, 
affidavit or other paper which the law re- 
quires such client to execute, to advise his 
client promptly of the fact of such noncom- 
pliance, error or omission. (United States 
Treasury Department Circular 230, f 10.2(c).) 


Further, it is the duty of each attorney or 
accountant enrolled with the Treasury De- 
partment, when requested by the Committee 
on Practice Before the Treasury Depart- 
ment or by the attorney for the government, 
to give the committee or the attorney any 
information which he may have concerning 
violations of the regulations or of the occur- 
rence of any acts or omissions which would 
be grounds for suspension or disbarment, 
unless such information is privileged. (Jbid., 


 10.2(d).) 


Privileged Communications 


Title 12, Oklahoma Statutes 1941, { 385, 
provides that an attorney shall be incompe- 
tent to testify concerning: any communica- 
tions made to him by a client in that relation. 
The rule, however, does not apply to com- 
munications openly made in the presence of 
third persons. To enjoy the protection of 
the statute, they must have been made in 
confidence of the relation and under such 
circumstances as to imply that they should 
ever remain secret. Statutes which exclude 
persons from testifying are strictly con- 
strued in favor of the witness, and classes of 
persons not named in the statute will not be 
excluded by implication even though the 
reason therefor may seem as strong as those 
which apply to the persons expressly desig- 
nated. At common law the existence of a 
privilege between an accountant and his 
client was not recognized, and today in 
Oklahoma and in most other states there 
is no privilege with regard to communica- 
tions made to accountants. Thus, an ac- 
countant may be subpoenaed by a special 
agent and required to divulge his client’s 
secrets, privately or on the witness stand, 
unless he refuses to respond to questions 
on the ground that the answers may be in- 
criminating to him. The privilege accorded 
to an attorney is the privilege of the client 
and not of the attorney, so that where the 
client has already testified to a special agent, 
the attorney may not claim privilege as to 
the same matters. Also, an attorney for a 
corporation who is also a director thereof 
may not refuse to disclose information about 
corporate affairs by claiming his profes- 
sional privilege. 


No natural person may be compelled to 
submit evidence which may be used against 
him in a criminal prosecution, and he may 
invoke the Fourth Amendment in protection 
of his rights against unreasonable search 
and seizure. Since the Fourth is supple- 
mentary to the Fifth Amendment, a search 
and seizure will be unreasonable within the 
former amendment when the object of the 
search and seizure of the private records of 
a person is to incriminate that person, which 
incrimination is forbidden by the latter 
amendment. The Bureau scrupulously avoids 
compelling individual taxpayers to submit 
to questioning by special agents and others, 
and never will a summons be served on an 
individual who is the object of the criminal 
investigation in order to secure from him 
or his records certain information in con- 
nection with the examination. ‘Evidence thus 
received may not be used against the tax- 
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payer since his surrender of such evidence 
is an involuntary act. As to a corporate 
taxpayer, its records are, of course, subject 
to subpoenas. Officials of a possibly tax- 
evading corporation, however, are usually 
not subpoenaed by the government to tes- 
tify—this for the reason that in most cases 
the officers are the cause of the corpora- 
tion’s fraud and will in all likelihood be 
individually prosecuted along with their 
employer. 

On the assumption that a taxpayer has 
voluntarily granted permission to the agents 
to examine his books and records, such 
records will constitute an admission against 
him. The same is true as to a client’s rec- 
ords in the hands of his accountant or any 
third party other than his attorney. Prop- 
erly identified, these records will afford a 
basis for conviction. However, failure of 
the taxpayer to produce his records in sup- 
port of the items on his return may in some 
instances indicate an intent to evade tax. 
Any obstructive acts on the part of a tax- 
payer or his tax advisers will weigh heavily 
against the wrongdoer, and the possibility 
of a criminal prosecution may be strength- 
ened. No taxpayer has any legal or moral 
duty to assist agents or to render their task 
less difficult in making a case against him. 
Nor will he be considered an obstructionist 
merely by reason of the fact that he refuses 
to answer questions under oath or to submit 
to questioning in any form. The Bureau 
expects cooperation in gaining access to the 
records; but any additional assistance by 
the taxpayer such as admissions, loose talk 
and incriminating statements furnished 
under oath are unanticipated windfalls. 


It is now the practice of the Tax Division 
of the Department of Justice to notify, in 
writing, taxpayers without counsel that 
prosecution for fraud is being considered 
and that a hearing before the Department 
will be granted. It is assumed that those 
who are represented by lawyers are sufh- 
ciently apprised of their constitutional 


safeguards and rights to a conference and, fur- . 


ther, that their attorneys will know at all 
times the stage and level of the investiga- 
tion. Obviously, this assumption is contrary 
to fact. 


Occasionally, the Bureau sees an other- 
wise difficult criminal investigation develop 
into full flower through accusations and 
recriminations by and between the taxpayer 
and his tax consultant. No one need be 
reminded that many warm friendships 
abruptly end when conspirators believe they 
can save their respective necks by charging 
the others with full blame. So it is with tax 
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counsel and friend client, who may or may 
not have told all of the facts at the time 
the return was prepared, but who distinctly 
remember having done so when the agents 
begin to pull the drawstrings of the dragnet. 
Nothing helps tax counsel so much in situa- 
tions such as these as a past record, in the 
revenue agent’s or special agent’s office, of 
honesty, integrity and cheerful cooperation. 
And nothing means so little to the agents 
as statements on the returns to this effect: 
“This return was prepared from unverified 
data furnished by the taxpayer.” These self- 
serving evidences are regarded as just so 
many words by the Bureau, and mean abso- 
lutely nothing whenever oral testimony or 
writings prove otherwise. 


While pressing for recognition of their 
own and their client’s rights and privileges, 
tax counsel would do well to keep in mind 
that the courts will not countenance a mere 
exploratory search for information; that 
private letters and private papers which are 
not part of the records of the business, or 
which do not have a bearing on the tax- 
payer’s net income, cannot be searched or 
seized without doing violence to the Fourth 
Amendment; that after the statute of limita- 
tions has run, the Commissioner may not 
begin an investigation unless he can show 
reasonable grounds for suspicion of fraud; 
that only one examination for each taxable 
year may be made unless the taxpayer is 
notified in writing that an additional ex- 
amination is necessary; that if the taxpayer, 
by subpoena or otherwise, is compelled 
(however slight the compulsion) to testify 
or to produce his records, he will thereby 
become immune from any prosecution based 
directly or indirectly on such evidence; that 
a refusal by the taxpayer to submit to 
questioning under oath will not be regarded 
as a confession of guilt, or even as lack of 
cooperation; that threats, intimidations or 
promises will probably invalidate any con- 
fession; that the Bureau will never prose- 
cute merely because the taxpayer’s position 
is grossly inconsistent with tax law prece- 
dents; that willfulness is such a finespun 
and intangible abstraction that the govern- 
ment is the first to admit the difficulty of 
proving it; that the legal right of a taxpayer 
to decrease the amount of what would other- 
wise be his tax, or altogether to avoid tax, 
by means which the law permits, cannot be 
doubted; that in order to sustain a prosecu- 
tion, the government must prove some 
affirmative conduct of the taxpayer in which 
a tax evasion motive is present; but that 
the state of a man’s mind is as much a fact 
as is the state of his digestion. 
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Conclusion 


Although few of the government’s past 
criminal cases against taxpayers have been 
as colorful or as newsworthy as the one 
developed against Orban Patterson, former 
lawyer and Oklahoma vice king (five years’ 
imprisonment, five years’ probation and 
$5,000 fine on March 2, 1940), all have been 
nontheless serious in their consequences to 
the taxpayer implicated. The average citizen 
no longer thinks of the criminal income tax 
statutes as the ultimate weapon to be used 
to imprison gangsters, racketeers and cor- 
rupt public officials. He knows that many 


prominent businessmen and_ professional 
men, highranking government and military 
figures and outstanding civic leaders have 
been convicted of income tax evasion, and 
that tragically enough, the prominent de- 
fendants had never before even had their 
names on a police blotter. He also rightly 
knows from public announcements of Treas- 
ury Officials that at this very moment the 
Intelligence Unit’s files are bulging with 
potential criminal prosecution cases—cases 
which will call into action hundreds of tax 
consultants and which will test their knowl- 
edge, ability and ingenuity. [The End] 





PENNIES GALORE.—William H. Oglesbee, of Oak Park, Illinois, sits ready to answer 

questions about finance at his penny-covered desk in the lobby of a Chicago bank. He 

covered the desk, inside and out, with 12,000 pennies given him by bank customers for 
good luck. 
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MELODY IN C'S 


Whimsical irrelevance that ‘‘Melody in | 
G’s’’ obviously is, it may, perhaps, wet | 
down the dust-dry style of a_ typical 
topical technical tax tome title. A fair 
heading to cover the subject here would 
be long and very dull. Consider this as 
a possibility: ‘‘Permissibility of carry- 
back or carry-forward of losses sustained 
by taxpayers, other than corporations, | 
as a result of the liquidation of business | 
property.’’ Chuckle if you can at the | 
discomfiture of the harried indexers who | 
would be trying to discover its real import 
for inclusion in the ‘Index To Legal 
Periodicals’’! 


For those insulated from the “slan- 
guage’’ of gangsterdom reflected in the 
“funny” papers, a “G’’ is a figure of | 
speech for a ‘‘grand,’’ meaning $1,000. 
This minor melody in the symphony will 
produce many G’s for the Treasury, but 
then so will many others, for which this 
title would be equally apposite, or in- 
apposite, depending on how violent might 
be the feelings against unconventional 
treatments of pomposities far removed 
from fiction, the theatre or Hollywood. 








By R. T. BOEHM 


Attorney 
and 
Certified Public Accountant 


Columbus, Ohio 


HE SYMPHONY OF LAW accom- 

panying the revenues’ flow into the 
Treasury’s maw is the composite of a wide 
variety of lyrics, strains and melodies. One 
movement, identified as “122” on the con- 
ductor’s score, shows signs of having been 
composed with sympathy and understand- 
ing dominant. Part of the verse, a corny 
little quatrain in anapaestic tetrameter, has 
been ad libbed in a mood probably not in- 
tended by the charitable mood of the Con- 
gressional composers of the movement: 


The unfortunate taxpayer, not a corporation, 
Who, by sale of fixed assets, sustains 
large losses, 
Can’t use the carry-back laws for tax re- 
duction; 


A PLEA FOR A CONGRES- 
SIONAL LOOK AT SECTION 122 





‘Tis against regulations made by Treasury 
bosses. 


The lilting meter of the music pales be- 
fore the depressing message of the lyric. 
Thousands of buildings and perhaps mil- 
lions of pieces of expensive machinery used 
for business purposes have been bought or 
constructed at inflated costs. Dozens of 
taxpayers will take lickings at the time of 
disposing of these assets, once readjustment 
is upon us. As business losses, they may 
be used to offset income for the year of the 
sale. Many losses will be so large that they 
will empty such a sizable bucket that, by 
comparison, the annual income will amount 
to only a quart, a cup or perhaps only a drop. 

Recent years have seen taxation of income 
from corpus transactions,’ when in reality 
the apparent profit was largely only a money 
gain derived from inflation. Genuine profit 
in purchasing power was often a stranger 
to the transaction. By the time an income 
tax had been carved out of the proceeds of 
the deal, the taxpayer was often economically 
worse off than before. 

A taxpayer’s losses in corpus deals might 
reasonably be treated in the same manner 
as his gains. If his paper gains are taxable, 
his real losses should be deductible. But 
an abstraction is not a competent substitute 
for an enabling regulation: tax counsel must 
point to authority. His search produces a 
cacophony of harsh precedents. The ex- 
amining agent may change, but this theme 
will recur with the mimeographic regularity 
of a square-dance jingle: 





1 Footnotes begin at page 166. 
Melody in G’s 
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An unlucky taxpayer who is not a corpora- 
tion, 


Having sold business corpus and taken 
sizable losses, 
CanNOT invoke the carry-back act for tax 
reduction: 
It’s forbidden by orders from my Treas- 
ury bosses. 


Having heard the band play and the 
chorus sing, the taxpayer may have noticed 
the contrast between the happy carry-me- 
back tune and the dejecting theme of the verse. 
He may want to examine the entire score. 


Carry-Back Laws 


Liability for a tax on income is measured 
by an annual time dimension.® The pro- 
gressive rates are the usual reason for the 
acrimonious disputes as to when income is 
taxable. Substantially less litigation would 
follow if all income were charged at a 
constant rate. Taxpayers would shrug their 
shoulders and concede the point if they 
were certain that the tax cost would be the 
same any year. Perhaps a Treasury officer 
would be less inclined to rely on inapposite 
precedent (taxpayer’s counsel never do!) 
for the same “what’s the difference” reason. 


Losses, on the other hand, might require 
a different viewpoint. The chambered 
nautilus * which the law makes of each year 
would still produce inequities where gains 
and losses are not averaged between years. 
This was the law during the Great Depression.’ 


In 1939, Congress enacted the immediate 
predecessor of the current carry-back con- 
cessions.® ‘The legislative sense of fair play 
was liberated, perhaps, by the prospect of 
lush tax-yields in the rearmament and war 
eras then foreseeable and prodded by the 


demands for business deals at favorable tax 


rates to encourage defense production. 
Technical provisions make a tortuous gesture 
toward averaging annual taxable incomes 
and economic losses* over a five-year period.® 


A demonstrable loss may not be sufficient 
to invoke the averaging function of the stat- 
ute. Three separate hurdles must be met:’ 


(1) Eligibility of taxpayer—The taxpayer 
as such must be permitted to take such a 
loss. In general, most average individuals 
and most business corporations ® can claim 
the deduction. In contrast, among others, 
personal holding companies, some insurance 
companies and regulated investment com- 
panies cannot.” 


(2) Qualification as economic loss—For an 
individual, deductions allowed by the Code 


in other connections must be converted into 
economic loss by certain adjustments re- 
quired by Section 122 (d) (4). 


(3) Net operating loss—The loss must 
qualify as an operating loss. This, of course, 
will negative the deduction of nonoperating 
losses. 


Business Property Sale Losses 


Many of the losses sustained as a result 
of the sale of business fixed assets, under 
the line of cases typified by Fackler v. Com- 
missioner, will be deductible in full as having 
been suffered in trade or business. As such, 
they can be used to offset income enjoyed 
in the year of sale.” For the taxpayer— 
except for the loss—so far, so good. 


In many cases, the loss on the sale of busi- 
ness property will far exceed the income for 
the year of sale. For individuals, as a crown- 
ing inequity, if the loss is deductible as a busi- 
ness loss, the carry-forward under the 
capital-loss provisions will not be available, 
since the business-loss and capital-asset-loss 
categories are mutually exclusive.* Even 
if the capital loss carry-forward could be 
used, the deduction would be limited to 
$1,000 annually in excess of capital gains 
for five years.“ Nor can the loss be de- 
ducted on the installment plan.” 


Carry-Back 
of Business Corpus Losses 


If the liquidation produces a loss large 
enough to exceed the income for the year, 
the unused balance cannot be absorbed in 
any way, if not under the carry-over pro- 
visions. The taxpayer’s only hope is to 
point out that since these might be business 
losses under the Fackler doctrine, a fortiori 
they would be business losses under the 
carry-back law. The statute uses language 
justifying hope for noncorporate taxpayers: 

“Deductions otherwise allowed by law 
[which are] not attributable to the operation 
of a trade or business regularly carried on 
by the taxpayer shall... be allowed only 
to the extent ... of the gross income [so] 
ee RP 


Searching for support of the view that 
the term “trade or business” should include 
these business corpus losses, a taxpayer can 
reasonably claim that almost identically- 
worded regulations under prior statutes 
allowed these carry-overs.* The individual 
could point to the existence of a favorable 
rule as to corporate taxpayers, and ask if 
there might be any good reason for dis- 
parate treatment.” Old rulings, never ex- 
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pressly modified, permit the carry-back of 
losses resulting from fire” and flood.” It 
would seem only reasonable that a loss 
arising from a voluntary sale should be 
treated similarly.” Finally, it could be 
argued that the over-all cost of a business 
should encompass its entire history, includ- 
ing both its operations and its liquidation, 
and that the earnings as netted should be 
taxed accordingly.” 


Notwithstanding the composers’ charitable 
motif, the Treasury conductor has thundered 
his emphatic “No”! The courts have lis- 
tened to the callers and have applauded 
their performance, although at least two 
have admitted to only a lukewarm en- 
thusiasm.* The dos-a-dos and allemande 
lefts and chassé-downs of the facts have 
provided the only relief to the repetitive 
pattern of the chorus. The dancers have 
listened to variations in the lyrics: a farmer’s 
loss on the sale of his farm cannot be car- 
ried back to profitable farming years gone 
before.” A manufacturer’s loss on the sale 
of his factory cannot wipe out taxable in- 
come for any year except that in which the 
sale took place.* A partner who paid off a 
prior firm’s debts in order to clear the way 
for a new enterprise to do business cannot 
carry back the loss.” An apartment-house 
owner’s loss on the sale of the property can’t 
be used to consume prior years’ rental in- 
come from the property or others like it.* 
So the verses have gone. With dreary repe- 
tition, the callers have echoed the lead con- 
ductor ; the courts have dashed some taxpayers’ 
hope of equity by joining in the chorus of 
the threnody: 


The unfortunate taxpayer who is not a cor- 
poration 
Who, in selling fixed assets, has sustained 
large losses 


Can’t call upon the carry-back laws for 
partial salvation: 

We're stuck with the ruling made by 
Treasury bosses.” 


The underlying rationale is that Section 
122 (d) (5) allows only the operating deduc- 
tions arising from trade or business. The 
sale of the assets of the business is not the 
business of the taxpayer. The farmer’s 
business is farming, not selling farms; the 
manufacturer’s busines is production, not 
the sale of machinery; the property-owner’s 
business is operating the real estate, not 
selling it. Hence their liquidating losses 
cannot be carried back.” Of course, if the 
taxpayer can establish that he has two busi- 
nesses, it may be that the operating losses 
from one can be carried over to offset the 
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other business’ operating profits from other 
years.” 


Handling Corpus Losses 


There may be a modicum of retributive 
justice, obviously Congressionally unintended, 
in the fact that, had the taxpayer sold at a 
gain after six months, the Code might have 
limited the maximum tax to twenty-five per 
cent.” This, of course, is no comfort what- 
soever. The logic of the taxpayer’s position 
is drowned out by an unheeding chorus led 
by the Treasury (I. T. 3711 (1945 CB 162)) 
and composed of the Tax Court (Hartwig 
N. Baruch, supra, footnote 29; Aaron E. 
Bergstein, supra, footnote 29), four district 
courts (the District Courts of North Dakota 
(Lazier v. U. S., supra, footnote 24), Tennes- 
see (Smith v. U. S., supra, footnote 28), 
Illinois (Foreman v, Harrison, supra, foot- 
note 26) and California (Dehail v. U. S., 
49-2 ustc { 9494)), the Courts of Appeals 
of the Second Circuit (Baruch v. Commis- 
sioner, 50-1 ustc § 9117, aff’g Baruch, supra, 
footnote 29; Merrill v. Commissioner, 49-1 
ustc § 9203, 173 F. (2d) 310) and, in 
tongue-in-the-cheek recitations, the Fifth® 
and the Eighth™ Circuits. The expertise * 
of the Treasury seems to have been conclu- 
sive thus far. There still remains a large 
inquiry as to the particular meaning and 
import of the judicial doctrine which accords 
varying degrees of importance to “regula- 
tions made by Treasury bosses.” ® 


Faced with a liquidation loss, the carry- 
back of which is denied under these rulings, 
and knowing the threnodic chorus from 
memory, a taxpayer would be well-advised 
if, consistent with some business purpose,” 
the property can be transferred before 
liquidation to a corporation with profit years 
against which to offset the loss.“ Should 
this be impractical, he might plan transac- 
tions so as to accept gains to be offset against 
the losses or he might sell different loss 
parcels in different years.” If it could be 
used to advantage, he might create offsetting 
income by taking advantage of provisions 
which will perhaps recognize a gain even in 
a controlled transaction.” Should he be un- 
successful in these endeavors, he might plan 
to subsidize his fellow taxpayers listening to 
the same chorus by asking the Supreme 
Court to call for a new tune when the rendi- 
tion of the symphony would be improved.” 
A sanguine prognosis seems unrealistic.” As 
the jingle goes on, despondent taxpayers 
will weigh their double misfortune; at this 
point, only Congress canhelp. [The End] 
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1Circuit Judge Jerome Frank (CA-2) dis- 
cusses the intellectual and emotional processes 
of the trial judge in his absorbing articles 
imaginatively entitled ‘‘Say It with Music,’’ 61 
Harvard Law Review 921 (1948), and ‘‘Words 
and Music,’’ 47 Columbia Law Review 1259 
(1947). It may not be going too far from 
Judge Frank’s theme to find a limited simi- 
larity between a judge in a trial court and a 
Treasury officer in the tax administration 
process. 

2 The Internal Revenue Code has appropriated 
the term ‘‘capital loss,’’ at Section 117, among 
others. As a result, it has a technical meaning 
much different from its economic sense. In 
consequence, it has been necessary here to 
avoid confusion by adopting such terms as 
‘‘business-corpus losses’’ to mean losses sus- 
tained as a result of the sale of business as- 
sets, not technically ‘‘capital assets,’’ governed 
by other Code sections, but which are fixed or 
permanent or are of an economic capital na- 
ture, as distinguished from stock-in-trade or 
others more current in nature. 

3T. R. C. Sections 42 and 43: Commissioner 
v. Security Flour Mills Company, 44-1 ustc 
7 9219, 321 U. S. 281; see Martin v. Commis- 
sioner, 3 ustc § 997, 61 F. (2d) 942, cert. den. 
289 U. S. 737 (1933), and authorities cited. 

‘The Chambered Nautilus,’’ reprinted in The 
Complete Poetical Works of Oliver Wendell 
Holmes (Houghton Mifflin Company, Cambridge, 
1895). The ‘‘autocrat of the breakfast table,’’ 
having reared his son to young manhood and 
started him on his way to fame, the Civil War 
and the Supreme Court of the United States, 
sat down in 1857 to write concerning the animal 
which’ builds successive sections of a shell, 
leaving one and going on to the next: 


‘‘As the frail tenant... 
Year after year beheld the silent toil 
That spread his lustrous coil; 
Still, as the spiral grew, 
He left the past years’ dwelling for the new, 
Stole with soft step its shining archway 
through, 
Built up its idle door, 
Stretched in his last-found home, and knew 
the old no more. .. .”’ 


5 The original carry-over provisions were put 
into the books in 1918, but were repealed in 
1933. See footnote 18, infra, for a summary of 
the history of the legislation. The current 
provisions, with some differences, were rein- 
stated by the Revenue Act of 1939, effective fort 
taxable years beginning after December 31, 
1939. Fedder, ‘‘Net Loss Carry-Backs For In- 
dividual Taxpayers,’’ Proceedings of New York 
University Seventh Annual Institute on Federal 
Taxation (1949), p. 940. 

® Revenue Act of 1939, Public Law 155, 53 
Stat. 867, amended by Revenue Act of 1942, 56 
Stat. 807. 

7See Senate Report No. 648, Seventy-sixth 
Congress, First Session, and House Ways and 
Means Committee Report No. 855, Seventy- 
sixth Congress, First Session, p. 16. ‘‘Certain 
adjustments are intended to prevent net losses 
from being used by the taxpayer where he is 
not suffering any economic loss by reason of the 
fact his income contains nontaxable items... .”’ 

8 The five-year period currently in effect in- 
cludes the given taxable year, together with a 
carry-back of two years and a carry-forward 
of two years to be used only in that order. 
See Altman, ‘‘The Carry-over of Net Operating 
Losses under the 1939 Act,’’ TaAxes—The Tax 
Magazine, February, 1940, p. 102. 
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®It is important to distinguish between cor- 
poration taxpayers and noncorporate taxpayers. 
The treatments are disparate. See Regulations 
111, Section 29.122-2 for corporations; Section 
29.122-3 for noncorporate taxpayers; Section 
29.170-1 for estates and trusts; and Sec- 
tion 29.189-1 for partnerships. See also foot- 
note 19, infra. 

1 This rule applies only in the case of con- 
tinuous identity of a corporation. New Co- 
lonial Ice Company, Inc. v. Helvering, 4 vustc 
| 1292, 292 U. S. 435. 

1 As to hobby-loss individuals, see Section 
130 (a); as to corporations improperly accumu- 
lating surplus, see Section 102 (d) (1); as to 
personal holding companies, see Section 505 (c); 
as to insurance companies, see Regulations 111, 
Sections 29.201-7 (a) and 29.207-4 (a); as to 
regulated investment companies, see Section 
362 (b) (1) and (2). See also Mertens, Law of 
Federal Income Taxation, Volume 5, p. 344, 
Section 29.10, et seq. 

2 The rules concerning the computation of 
the adjustments are not an integral problem 
here. In general, however, under Section 122 
the taxpayer must convert to economic loss by 
accounting for these items: 

(a) Percentage depletion must be reduced 
to economic (actual) depletion. 

(b) Interest received must be accounted for 
in full with no concessions made to the tax- 
free character of some. 

(c) Net operating losses from other years 
must be eliminated to prevent pyramiding. 

(d) Capital gains and losses must be com- 
puted in full without regard to their long- or 
short-term character. 

13The operation of only one piece of rental 
property is usually considered to be a trade 
or business, even though its owner may be a 
busy lawyer (Fackler v. Commissioner, 43-1 
ustc { 9270, 133 F. (2d) 509). See also Ber- 
guido, ‘‘Rental Property as ‘Business’ Prop- 
erty,”’ TAxES—The Tax Magazine, February, 
1947, p. 112; Braunfeld, ‘‘Real Estate Losses,"’ 
TAxES—The Tax Magazine, September, 1945, 
p. 828; Engel, ‘‘Is Ownership and Operation of 
Real Estate a ‘Trade or Business’?’’ Proceed- 
ings of New York University Seventh Annual 
Institute on Federal Taxation (1949), p. 331; 
Note, ‘‘When Is Real Estate Held for the Pro- 
duction of Income Used in the Trade or Business 
of the Taxpayer?’’ 59 Harvard Law Review 119 
(1945); also, compare Roehner, ‘‘Tax Court in 
Error in Holding All Rental Property Is ‘Used 
in Trade or Business’,’’ 83 Journal of Ac- 
countancy 477, reprinted in TAxEsS—The Tax 
Magazine, November, 1947, p. 1000. See also 
Silverman, ‘‘Is Loss on Sale of Real Property 
Ordinary or Long-Term Capital Loss?’’ TAxES 
—The Tax Magazine, December, 1946, p. 1154. 

% Code Sections 23 (1), 117 (d} (1) and 117 
(j) (1). 

18 Code Section 117 (d) (2). 

16 Martin v. Commissioner, footnote 3, supra; 
Sacks v. Burnet, 1933 CCH { 9414, 66 F. (2d) 223. 

17 Code Section 122 (d) (5). 

1%8The Revenue Act of 1918 introduced the 
principle of the carry-over as an averaging 
device. Section 204 (a), 40 Stat. 1057. The 
Revenue Act of 1921 extended the rule by add- 
ing language defining a net loss for carry-over 
purposes as ‘including losses sustained from 
the sale or other disposition of real estate, 
machinery and other capital assets used in the 
conduct of such trade or business.’’ Section 
204 (a), 42 Stat. 227. The Regulations under 
the 1921 Act literally reflected this change. 
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Regulations 62, Article 1601. See Washburn v. 
Commissioner, 2 ustc { 794, 51 F. (2d) 949. 

This explicit provision was dropped, appar- 
ently without significant comment, by the Rev- 
enue Act of 1924. It doesn’t appear to have 
been used in any other statute. Section 206 
(a), 43 Stat. 253; Revenue Act of 1926, Section 
206 (a), 44 Stat. 9; Revenue Act of 1928, Section 
117 (a), 45 Stat. 791; Revenue Act of 1932, 
Section 117 (a), 47 Stat. 169. All Code provi- 
sions cited had at least the approximate lan- 
guage quoted at the text to note 17, supra. 
The entire concept of the carry-over law was 
repealed by the National Industrial Recovery 
Act in 1933. 48 Stat. 195. 

In spite of the fact that this precise wording 
appeared in the books only during the effective 
period of the Revenue Act of 1921, almost iden- 
tical provisions were carried into the income-tax 
regulations under later statutes. Regulations 
65, Article 1621, under the 1924 Act; Regula- 
tions 69, Article 1621, under the 1926 Act; Regu- 
lations 74, Article 651, under the 1928 Act; and 
Regulations 77, Article 651, under the 1932 Act. 
This vestigial language was eliminated retro- 
actively by the Treasury in 1932 from all of 
these regulations except those under the 1921 
Act. T. D. 4349, XI-2 CB 117. 


Faced with this legislative and administra- 
tive history, it is probably fair to say that as 
of the instant of the repeal of the carry-back 
laws in 1933, liquidation losses could not be 
carried over to other years. When the Internal 
Revenue Code was amended in 1939 to permit 
a “‘carryover . substantially the same as 
that which was granted to... [individuals and 
partners] under the Revenue Act of 1928,’’ it 
would seem that there was no intention to 
provide for corpus loss carry-overs. 


A brave, hopeful article by Scott, ‘‘Losses 
on Sale of Business Property as Net Operating 
Loss Deduction,’’ 86 Journal of Accountancy 
219 (1948), cites and quotes a number of the 
Regulations promulgated under the old law. 
Failing to consider the effect of the 1924 repeal 
of the 1921 provision which persisted in the 
later regulations, he concludes that the Treas- 
ury has reached a ‘‘fallacious misinterpreta- 
tion.”” His sanguine viewpoint on the future 
of the question has been dampened by events, 
as indeed he might have foreseen had he con- 
sidered the full legislative history and recog- 
nized the fact that the failure to repudiate the 
regulations on which he relies was in effect an 
administrative neglect to accord significance to 
the implied repeal of the 1921 statute. The 
question is not then, on the technical level, 
as simple and forthright in favor of the tax- 
payer as he would have us believe. The article 
is useful for the good collection of authorities 
and for its pro-taxpayer point of view. The 
pendency of Smith v. United States, cited in 
footnote 28, infra, now on appeal to the Court 
of Appeals for the Sixth Circuit, a bench which 
sometimes seems somewhat sympathetically in 
favor of taxpayers in general, may be his last 
good hope, in view of the uniform surge of the 
decisions for the government. See the deci- 
Sions marshalled in footnotes 24 through 28, 
infra. 

There is a patent disparate treatment in 
both the Code and the Regulations. See foot- 
note 9, supra. For a competent discussion of 
the extent to which this disparity is carried, 
see the 1949 article by Raum, ‘‘Carry-Overs and 
Carry-Backs in Connection with the Liquida- 
tion or Sale of a Business,’’ 49 Columbia Law 
Review 49 (1949), also in Proceedings of New 
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York University Seventh Annual Institute on 
Federal Taxation (1949), p. 1070. 

20 I. T. 1803, II-2 CB 36 (1923). 

210. D. 367, 2 CB 58 (1920). 

22 This suggestion is made by Braunfeld (op. 
cit., footnote 13, supra), who critically dis- 
cusses the inter-relationship of Section 122 (d) 
(4) which eliminates the carry-back of net 
capital losses and Section 122 (d) (5) which 
limits the carry-back of nonoperating losses. 
His tightly reasoned analysis supports a tax- 
payer point of view, but he overlooks the legis- 
lative history outlined in footnote 18, supra. 

23This entire-history theory is advocated by 
Raum, op. cit., footnote 19, supra. 

24 Pettit v. Commissioner, 49-1 ustc {| 9296, 175 
F. (2d) 195, affirming CCH Dec. 16,448(M); 7 
TCM 357; and Lazier v. United States, 48-2 
ustc { 9402, 170 F. (2d) 521, affirming 48-1 ustc 
| 9252, 77 F. Supp. 241 (DC N. D., 1948). 

*>The Pettit and Lazier cases, supra, both 
involve this situation; so also does Sic v. Com- 
missioner, 49-2 ustc { 9439, 177 F. (2d) 469, 
affirming CCH Dec. 16,435, 10 TC 1096. 

7° Foreman v. Harrison, 48-1 ustc { 9303, 79 
F. Supp. 987. 

27 Merrill v. Commissioner, 49-1 ustc {| 9203, 
173 F. (2d) 310, affirming CCH Dec. 15,997, 
9 Te Bt: 

*% Smith v. United States, 49-1 ustc { 9311 
(DC Tenn., 1948), now pending on appeal, CA-6. 

2 See also Slack v. Commissioner (CCA-9, 
1937), 91 F. (2d) 1011, dismissing CCH Dec. 9551, 
35 BTA 271; Hartwig N. Baruch, CCH Dec. 
16,513, 11 TC 96, aff’d 50-1 ustc { 9117, J. B. 
Book, Jr., CCH Dec. 16,816(M), 8 TCM 101: 
Aaron E. Bergstein, CCH Dec. 16,818(M), 8 TCM 
106, where the Tax Court expressly refused to 
overrule its previous decisions on the carry-back 
point. Compare also Valentine E. Macy, Jr., 
CCH Dec. 16,797(M), 8 TCM 45. Some have 
cited as apposite Dalton v. Bowers, 3 ustc { 1008, 
287 U. S. 404, which is essentially a refusal to 
permit a piercing of the corporate veil in con- 
nection with carry-backs. Compare with the 
Dalton case New Colonial Ice Company, Inc. v. 
Helvering, footnote 10, supra. 

%° This reasoning is reflected by Judge Vogel 
in Lazier v. United States, footnote 24, supra, 
and Judge La Buy in Foreman v. Harrison, 
footnote 26, supra. It would be different if 
the taxpayer could establish himself, under the 
Code, as a dealer. This of course would for- 
feit the twenty-five per cent maximum tax 
under the capital gains provisions. See Allison, 
‘“‘When and How to Be a Dealer Rather Than 
an Investor for Tax Purposes,’’ 86 Journal of 
Accountancy (1948), also at Proceedings of New 
York University Sixth Annual Institute on Fed- 
eral Taxation (1948), p. 444, and Fink, ‘‘ ‘Deal- 
ing’ in Real Estate,’’ 2 Tax Law Review 111 
(1946). 

31 Danzig, ‘‘Losses in One Business, Profits 
in Another,’’ TAxES—The Tax Magazine, Janu- 
ary, 1949, p. 53, especially at p. 55. 

3 Judge Vogel puts this thought in reverse. 
In Lazier v. United States, footnote 24,supra, 
he seems to argue that since the gain would 
not be taxable in full, the loss should not be 
deductible in full. But against this, compare 
Code Section 117 (j) (2), allowing losses to be 
deducted in full but taxing gain as though it 
were from a capital-asset sale if held for more 
than six months. 

3 Pettit v. Commissioner, footnote 24, supra, 
concedes the existence of ‘‘room for doubt’’ as to 
the correctness of the Commissioner’s rulings. 

% Circuit Judge Sanborn in Lazier v, United 
States, footnote 24, supra, concedes that ‘‘the 
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construction of the statute for which the tax- 
payer argues is perhaps not demonstrably 
wrong, but, . . . [he says], we think . . . [the 
commissioner was justified] in adopting the 
construction which the taxpayer challenges.’’ 

3% ‘*Expertise’’ is an emerging label which 
describes the judicial deference accorded to the 
expert knowledge allegedly possessed by admin- 
istrators. See Butler, ‘‘The Rising Tide of 
Expertise,’’ 15 Fordham Law Review 19 (1946), 
who points out its judicial history and ques- 
tions the validity of the underlying doctrine. 

% The books are full of cases discussing 
various facets of the regulations problem. In 
general, see Griswold, ‘‘A Summary of the Regu- 
lations Problem,’’ 54 Harvard Law Review 398 
(1941), the authorities collected by Gellhorn, 
Administrative Law: Cases and Comments, 
Second Edition (Brooklyn, 1947), p. 203, et seq. 
As applied to tax regulations, see Mertens, 
Law of Federal Income Taxation, Volume 1, 
Chapter 3, ‘‘Construction of Tax Statutes,’’ 
and Paul, Studies in Federal Taxation, Third 
Series, p. 420, sub nomine ‘‘Use and Abuse of 
Tax Regulations in Statutory Construction.”’ 

In a related field, the case rulings of some 
administrative agencies are more often sus- 
tained than others. For example, in the not- 
too-distant past, the National Labor Relations 
Board has been a favorite, whereas the Inter- 
state Commerce Commission has not. See 
Pritchett, ‘‘The Divided Supreme Court,’’ 44 
Michigan Law Review 427 (1945), p. 436, and 
Dodd, ‘‘The Supreme Court and Organized 
Labor,’’ 58 Harvard Law Review 1018 (1945), 
p. 1067. 

The Treasury, during the October, 1948 term 
of the Supreme Court, won every single case 
argued on its merits. The Court’s awe of the 
Treasury might be inferentially detected in Mr. 
Justice Jackson's respect for the Tax Court, as 
expounded in Dobson v. Commissioner, 320 U. S. 
489. The Tax Court, he says, ‘‘deals with a sub- 
ject that is highly specialized and so highly 
complex as to be the despair of judges.’’ And, 
later, ‘‘Tested by every theoretical and practical 
reason for administrative finality, no adminis- 
trative decisions are entitled to higher credit in 
the courts ... .’’ Against this, however, is the 
suspected fact that little is sacred these days, 
even a re-enacted statute and a long-standing 
regulation interpreting it. See also Girouard v. 
United States, 328 U. S. 61 (1946), involving 
citizenship, arms and the men who won't bear 
them. So it has been in tax litigation: what 
the government may not try to overturn (see 
Helvering v. Griffiths, 43-1 ustc { 9319, 318 U. S. 
371), the Supreme Court may upset sua sponte 
with no encouragement from the Treasury 
(Spiegel Estate v. Commissioner and companion 
eases, 49-1 ustc { 10,703, 335 U. S. 701, 69 S. Ct. 
301); this fact is especially pointed out by Mr. 
Justice Frankfurter, at p. 349. 

7 At this point, drag out the Treasury's 
“red herring’’ (to use the term very loosely): 
Gregory v. Helvering, 35-1 ustc { 9043, 293 U. S. 
465, with interpretative articles collected by 
Boehm, ‘‘Taxing Refunded Municipals,’’ TAxEs 
—The Tax Magazine, September, 1948, p. 787, 
at footnotes 18 through 20 on p. 789. The 
Gregory doctrine is severely criticized by Bal- 
lantine, as cited at footnote 41, infra. 


% Spanish Trail Land Company, CCH Dec. 
16,293, 10 TC 430. But this may not be easy 
to do. See New Colonial Ice Company, Inc. v. 
Helvering, footnote 10, supra, and Rapp, 
“Carry-overs and Carry-backs Following Corpo- 
rate Reorganization,’’ Proceedings of New York 
University Sixth Annual Institute on Federal 
Taxation (1948), p. 327; also, beware of Code 
Section 129. 


® The installment-income provisions of Sec- 
tion 44 will not permit taking losses by in- 
stallments. See Martin wv. Commissioner, 
footnote 16, supra. Perhaps in a proper case, 
taxpayer should refuse to elect to use the in- 
stallment method in order to provide offsetting 
income. Each transaction will afford him an 
opportunity for a new election—hence, the use 
of the installment plan in other deals will not 
foreclose another method here, at least as to 
casual sales. GCM 3350, VII-1 CB 62; compare 
Arkay Drug Company, CCH Dec. 14,234(M), 3 
TCM 1194. See Jenks, ‘‘How to Make Effective 
Use of Installment and Other Sales Mechanics 
to Reduce Taxes,’’ Proceedings of New York 
University Sixth Annual Institute on Federal 
Taxation (1948), p. 467. 


* For the stepped-up-basis possibility in a 
controlled-corporation deal, see among others 
Holzman, Corporate Reorganizations — Their 
Federal Tax Status (Ronald Press, New York, 
1948), p. 7. 


"' Ballantine, ‘‘The Courts and Tax Adminis- 
tration: A Plea for Return to the Statutory 


Language,’’ 35 American Bar Association Jour . 


nal 369 (1949), vigorously criticizes the Gregory 
case (see footnote 37, supra), and the more 
recent Adams and Bazley cases, 47-1 ustc { 9288, 
331 U. S. 737. 


4 What little hope the taxpayer might have 
had should go glimmering in view of the legis- 
lative history outlined in footnote 18, supra, 
and the convincing, confident decision of the 
Court of Appeals for the Eighth Circuit on 
October 28, 1949, in Sic v. Commissioner, foot- 
note 25, supra. Counsel expressly requested a 
reversal of Lazier v. United States, footnote 24, 
supra, seemingly trading on the misgivings laid 
bare in the published opinion, and calling to 
the taxpayer's assistance Washburn v. Commis- 
sioner, 2 ustc § 794, 51 F. (2d) 949. That opin- 
ion involved a construction of Sections 204 (a) 
and (b) of the Revenue Act of 1921, quoted at 
footnote 18, supra. The Eighth Circuit distin- 
guished that case as having been based on the 
provision which expressly permitted the carry- 
back. It went even further to proclaim that its 
previous decision in the Lazier case was right. 

Unless the Sixth Circuit should reach a con- 
trary result (see footnote 28, supra), which 
doesn’t seem likely in the face of explicit hold- 
ings from three other circuits, the law now 
seems settled: the Treasury has been right all 
the time. Indeed, I. T. 3711 (1945 CB 162), 
which formulated the policy, is an eminently 
logical, although unacknowledged, derivative 
from T. D. 4349, XI-2 CB 117 (1932), and is 
quite consistent with the implied repeal of the 
lenient provisions of the 1921 Act. In view of 
the history of the rule, any other conclusion 
than that reached in I. T. 3711 would have 
been an aberration. 
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Transferee, Transferor 
. . . and the “Strand of Cobweb’ 
‘ ax Gissics e e by Robert S. Holzman 
; Adjunct Associate Professor, New York University Graduate School of Business Administration 
n 
- 
t 
o The writer wishes to make clear “It is only a technical little slip,” the 
; that in last month’s “Tax Classics” taxpayer argued. “The transferee (Lime- 
e dealing with the cases of Higgins v. stone) has the assets of the transferor (Rock 
S Smith and Commissioner v. Smith, he Asphalt) and there is the proper degree of 
; intended no personal reflection upon stock ownership, just as in any good re- 
the late John Thomas Smith. In- organization.” 
a a penn Peep anny - “But the transferee didn’t get the assets 
s ee aened9 nme "Th . oe apne ald directly from the transferor,” the Commis- 
c, ple —m ny ot ne neg conge: sioner persisted; “hence the continuity of 
4 , a ay ae ee Oe interest has been snapped. Since reorgani- 
: had offended either the family or pee a ae i ti t 
- ties of Wk Sent zation privileges are an exception to a 
y : : general rule of taxation, you have to com- 
r . y 
: 7 rw ery r of the law. Your 
y 4¢4S I SAID to President. Wilson once ply with the a letter Oe 
nA . slip was slight, but it was still a deviation. 
: when he was asking me why the ze : nar 
3, oe : : : And that’s fatal to a carry-over of basis. 
friendly landing of troops [in Mexico] was 
- resented as an invasion, we Americans don’t On February 2, 1942, Mr. Justice Douglas 
S- seem to get it, that you can’t commit rape delivered the opinion of the Supreme Court:* 
1, j » 71 r YW ; e . . . 
es ‘ gag Baa how —. violating the tax “On the basis of the continuity of interest 
n sai wl ittle—does _ 7h nonetheless consti- theory . .. it is now earnestly contended 
t- = statutory rape! P - eS that a substantial ownership interest in the 
: o ense, — insofar as the victim’s age transferee company must be retained by the 
id 2 holders of the ownership interest in the 
tO Alabama Rock Asphalt, Tne. was owned transferor... . Under that test there was 
- by a company with the economically pro- ‘no reorganization’ in this case, since the 
) phetic name of Deep Water Coal & Iron old stockholders were eliminated by the 
at Corporation. The latter concern went in plan, no portion whatever of their pro- 
n- over its head financially at about the same  prietary interest being preserved for them 
“ time that the former became insolvent. in the new corporation. And it is clear that 
ts Under a creditor-fostered plan of reorgan- _ the fact that the creditors were for the most 
t. ization, Alabama Asphaltic Limestone Com- part stockholders of the parent company 
at pany was formed m 1930 to acquire Rock does not bridge the gap. The equity interest 
a- Asphalt’s assets. The bankruptcy trustee in the parent is one step removed from 
. of Rock nae ya the assets mn public the equity interest in the subsidiary. In 
“ _~. asd nome yor Prat id them any event, the stockholders of the parent 
ly Periccheng-cegpcmclag- seg pienteoe eames to were not granted participation in the plan 
Limestone in return for Limestone’s stock, 
ve : a hee : qua stockholders. 
is which went to Rock Asphalt’s creditors in 
he full discharge of their claims, Limestone “We conclude, however, that it is imma- 
deducted depreciation, based on Rock As- terial that the transfer shifted the ownership 
ve phalt’s costs. of the equity in the property from the 
“Your slip is showing,” said the Com- stockholders to the creditors of the old 
missioner; “you haven’t followed the rules.” corporation, Plainly, the old continuity of 
1The Autobiography of Lincoln Steffens (New 2 Robert S. Holzman, Corporate Reorganiza- 
York, Harcourt, Brace and Company, 1931), tions: Their Federal Tax Status (New York, 
p. 716. The Ronald Press Company, 1948), p. 3. 
3 42-1 ustc 7 9245, 315 U. S. 179. 
ne 
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interest was broken. Technically that did 
not occur in this proceeding until the judi- 
cial sale took place. For practical purposes, 
however, it took place not later than the 
time when the creditors took steps to en- 
force their demands against their insolvent 
debtor. In this case, that was the date of 
the institution of bankruptcy proceedings. 
From that time on, they had effective com- 
mand over the disposition of the property. 

. . When the equity owners are excluded 
and the old creditors become the stockhold- 
ers of the new corporation, it conforms to 
realities to date their equity ownership from 
the time when they invoked the processes 
of the law to enforce their rights of full 
priority. At that time they stepped into 
the shoes of the old stockholders. . 


“A bondholder interest in a solvent com- 
pany plainly is not the equivalent of a pro- 
prietary interest, even though upon default 
the bondholders could retake the property 
transferred. The mere possibility of a pro- 
prietary interest is, of course, not its equiva- 
ee 


“Some contention . . . is made that this 
transaction did not meet the statutory 
standard because the properties acquired by 
the new corporation belonged at that time 
to the committee and not to the old corpo- 
ration. That is true. Yet, the separate steps 
were integrated parts of a single scheme. 
Transitory phases of an arrangement fre- 
quently are disregarded under these sections 
of the revenue acts where they add nothing 
of substance to the completed affair. Greg- 
ory v. Helvering, [35-1 ustc $9043] 293 
U. S. 465. . . . Here they were no more 
than intermediate procedural devices util- 
ized to enable the new corporation to ac- 
quire all the assets of the old one pursuant 
to a single reorganization plan.” 


In regard to the Limestone decision, it has" 


been stated that: 


“The Court held that although there had 
been a break in the continuity, the break 
did not occur in the transaction which the 
Government sought to tax. The Court re- 
garded the break as having occurred at the 
time the processes of the courts were in- 
voked which, for example, would be at the 
time of the institution of the bankruptcy 
proceedings. However, the Government 
sought to collect taxes in connection with 


*J. Louis Monarch, ‘‘Selected Problems in 
Tax-Free Corporate Exchanges,’’ The American 
University Tax Institute Lectures, Volume I 
(Albany, Matthew Bender and Company, Inc., 
1948), p. 24. 


the transaction which occurred subsequent- 
ly when stock of the new corporation was 
issued to the old bondholders. By that time 
the Court held that the old bondholders 
had in effect become stockholders so that 
the transaction in question did not repre- 
sent a break in the continuity.” * 


Continuing with the observations of another 
writer, “The basic difficulty arises, it may be 
thought, because of the apparently logical 
proposition that since bonds (or other debt 
interest) cannot meet the continuity of in- 
terest requirement when received on the 
exchange, they cannot meet that require- 
ment when given up on the exchange. In 
order to meet this syllogism, the Alabama 
Asphaltic Limestone Company opinion had 
to develop the elaborate, rather mechanical, 
and certainly troublesome notion of a trans- 
formation of the creditor’s interest into a 
proprietary interest by the commencement 
of bankruptcy proceedings.” ° 


N THE DAY that the Limestone deci- 

sion was handed down, there were sev- 
eral companion cases. In one, Mr. Justice 
Douglas emphasized that: “The legal pro- 
cedure employed by the creditors is not 
material. The critical facts are that the old 
corporation was insolvent and that its credi- 
tors took steps to obtain effective command 
over its property. For the reasons stated 
in Helvering v. Alabama Asphaltic Limestone 
Co., supra, the creditors at that time acquired 
the equivalent of the proprietary interest of 
the old equity owner. Accordingly, the con- 
tinuity of interest test is satisfied.” * 


However, where the new company is 
formed by old bondholders who bid in the 
property at a foreclosure sale, there is no 
statutory reorganization if the insolvent 
company meanwhile has transferred the as- 
sets to other parties. The Limestone case 
would have governed, except for the fact 
“. . that the property was not acquired 
by the committee or the new corporation 
from ... [the insolvent company].”* 


The doctrine had been narrowed when 
the Revenue Act of 1934 effected “. .. an 
important change as respects transactions 
whereby one corporation acquires substan- 
tially all of the assets of another. . . . Clause 
C contemplates that the old corporation or 
its stockholders, rather than its creditors, 
shall be in the dominant position of ‘con- 


5 Erwin N. Griswold, ‘‘ ‘Securities’ and ‘Con- 
tinuity of Interest’,’’ Harvard Law Review, 
May, 1945, p. 705. 

6 Palm Springs Holding Corporation v, Com- 
missioner, 42-1 ustc { 9246, 315 U. S. 185. 

t Marlborough Investment Company et al. v. 
Commissioner, 42-1 ustc { 9247, 315 U. S. 189. 
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trol’ immediately after the transfer and not 
excluded or relegated to a minority position.” * 


Insolvency may be presumed, so that the 
bondholders take over the company and be- 
come stockholders, “If the first and second 
mortgage bondholders were sufficiently pro- 
tected by the continuation of their lien and 
the assumption of their bonds .. . the re- 
maining value must have belonged to the 
general creditors, who, under the Alabama 
Asphaltic rule thereupon became the equity 


owners.” ® 


In a Tax Court case, it has been stated 
that: “Although the petitioner here has not 
attempted to prove the insolvency of the 
... [old company], we are none the less 
of the opinion that there was insolvency in 
fact. . . . The absence of such an affirma- 
tive showing here nevertheless does not 
permit us to ignore the fact that under the 
plan, as consummated, stockholders of the 
[old company] . . . received nothing for 
their shares. We can not assume that they 
sat quietly by and saw their interests ex- 
tinguished if those interests had any value.” ”° 


HEN a stockholder in the insolvent com- 

pany is also a creditor, the Commissioner 
may claim that shares received in a successor 
corporation were received in its capacity as 
creditor; hence, there is no continuation of 
the status of stockholders. The court will 
disagree, if it finds “ ‘the separate steps were 
integrated parts of a single scheme’... . 
Helvering v. Alabama Asphaltic Limestone 
CO ie 


Where the creditor purchases assets from 
the receiver for cash, forming a new com- 
pany to which the assets are transferred for 
stock, there is not a reorganization. “In 
the first place, and transcending the letter 
of the statute, in the present case the re- 
ceivership—the taking over or acquisition of 
the assets of Old Company by its creditors 
—was not part of’an integrated scheme of 
reorganization, as it was in Helvering v. 
Alabama Asphaltic Limestone Co... . Whether 
the .. . [creditors] ‘acquired’ the property 
when the receivers were appointed (as the 
creditors in the Helvering v. Alabama As- 
phaltic Limestone Co. were held to have 
done) or at the time they purchased it at 


8 Helvering v. Southwest Consolidated Corpo- 
ration, 42-1 ustc { 9248, 315 U. S. 194. 

® Montgomery Building Realty Company, CCH 
Dec. 15,296, 7 TC 417. 

10 Alcazar Hotel, Inc., CCH Dec. 13,099, 1 TC 
872. 

11 Seiberling Rubber Company v. Commis- 
sioner, 48-2 ustc {| 9343, 169 F. (2d) 595 (CCA-6, 
1948). 


Tax Classics 





the receivers’ sale, they paid for it after the 
receivers’ sale, and the amount so paid was 
its cost to them.” ” 


Where certain creditors purchased the 
bankrupt’s assets at a receivers’ sale and 
then sold the assets to a new company for 
cash, there was no reorganization despite 
the fact that the new company’s stockhold- 
ers had been creditors of the bankrupt. 
“Flere ... only the creditors, and not the 
debts tney held, emerge, in the second or- 
ganization, and the only connection the debts 
against the old corporation have with the 
new is to cause the creditors to help organ- 
ize and buy stock in the new. Their new 
stock was issued for cash and not for the 
old claims, as in the Alabama Asphaltic Lime- 
stone Co. case....”™ 


Where bondholders surrender their bonds 
to a trustee who buys in the property and 
the bondholders receive a fractional interest 
in the property, which interest they subse- 
quently assign to a new company for its 
stock, these are separate transactions.* Where 
a new corporation gives its stock for the 
assets of an insolvent company and part of 
the cash thus received from the bondhold- 
ers’ protective committee is used to pay off 
a nonassenting bondholder, there is still a 
reorganization despite the Commissioner’s 
plea of separate transactions. “It is appar- 
ent that all of the transactions involved 
herein were a part of an integrated plan of 
reorganization, all parts of which were in- 
terdependent. Cf. Helvering v. Alabama As- 
phaltic Limestone Co sie 


HE precise nature of the transferor is 

not important. Thus, stockholders who 
could not meet their personal notes liquidated 
their company, paid their debts with the 
fruitage, and transferred the remaining assets 
to a new company for the latter’s stock. “That 
the transfer of the assets of one corporation 
to another through an intermediary will sat- 
isfy the requirements of Section 112 is well 
settled. . . . Helvering v. Alabama Asphaltic 
Limestone Co. .... It was not intended 
that the assets of the old Company should 
remain in the hands of the stockholders but 
that they should transfer them to the new 
corporation. The stockholders in the trans- 
fer of assets acted as a mere conduit... .”* 


12 Ralph Brothers Furniture Company vv. 
United States, 43-1 ustc § 9468 (DC Pa., 1943). 

133 Adamston Flat Glass Company, CCH Dec. 
15,307, 7 TC 493 (1946). 

14 United States v. Santa Inez Company, 44-2 
ustc { 9538, 145 F. (2d) 667 (CCA-9, 1944). 

1 Westfir Lumber Company, CCH Dec. 15,427, 
7 TC 1014 (1946). 

16 Survaunt et al. v. Commissioner, 47-2 ustc 
7 9344, 162 F. (2d) 753 (CCA-8, 1947). 
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However, if the transferor is not representa- 
tive of the owners of the bankrupt company, 
the continuity is snapped. Thus, where a 
corporation transferred its assets as a liqui- 
dating dividend to certain individuals as 
trustees for the stockholders and as liqui- 
dating trustees, and the assets were given 
to a new company, the stock of which went 
pro rata to the old stockholders, “the new 
company did not receive its assets directly 
from the old company but from plaintiffs 
as trustees.” ” 


‘T IS NOT SIGNIFICANT that the 

- bankrupt’s voting stock “. . . was issued 
to the voting trustees instead of directly to 
the creditors. .. .” These trustees merely 
held title for the equitable owners, with their 
consent.” 


State law has no applicability to the doc- 
trine. A taxpayer fruitlessly argued that 
since there was a “true statutory merger” 
under New Jersey law, the continuity of 
interest doctrine was inapplicable. “It is 
well-settled that a State law cannot alter the 
essential characteristics required to enable 
a taxpayer to obtain exemption under the 
provisions of a Federal Revenue Act.” ® 


The “singleness” of the plan is the most 
significant factor. If there are several plans, 
es it is the net results achieved, the 
master plan ... to which the statutory rule 
is to be applied and we are not controlled 
either by the details of the... Plan... 
[for disposition of certain assets] or by the 
details of the... Plan... [for disposition 
of other assets]. Helvering v. Alabama As- 
phalting [sic] Limestone Co. In our 
opinion, there was but one plan. ...”” 


Where a steel company found its cus- 
tomer, a bridge company, was insolvent and 
could not complete its contract, the former 
was permitted to create a new company to 
take over the bankrupt’s assets and consum- 
mate the project, since “the transition from 
the original bridge company to the present 
petitioner corporation was all part of the 





17 Braicks et al. v. Hendricksen, 42-1 vustc 


7 9322, 43 F. Supp. 254 (DC Wash., 1942). 


18 Peabody Hotel Company, CCH Dec. 15,335, 
7 TC 600 (1946). 

19 Roebling v. Commissioner, 44-2 ustc { 9388, 
143 F. (2d) 810 (CCA-3, 1944). 

20 Jefrane, Inc., 4 TCM 481. 

2 Prairie du Chien-Marquette Bridge Com- 
pany v. Commissioner, 44-1 ustc 1% 9304, 142 
F. (2d) 624 (CCA-3, 1944). 

22 Armiston et al., CCH Dec. 16,899, 12 TC —, 
No. 71 (1949). 

2 Clara M. Tully Trust, CCH Dec. 12,996, 1 
TC 611 (1943). 


plan of the steel company to work out the 
financing of the bridge construction and get 
the bridge completed.’ 


Step-transactions in general are controlled 
by this doctrine. A sale and lease-back of 
property “were not isolated transactions. 
They were, as planned, integral steps in a 
single transaction and must be so considered 
here. . . . Helvering v. Alabama Asphaltic 
Limestone Co.....”™ But where the trans- 
action was at arm’s length with a bona fide 
corporation, the Limestone decision did not 
apply, as, in that case, the corporation was 
“formed and used for the sole purpose of 
avoiding a tax ...."™ Where there was 
sound business purpose, the Commissioner 
could not disregard a transfer by a corpo- 
ration to its stockholders for sale by them 
a . as transitory phases of a preconceived 
plan that were lacking in substance and 
which should be disregarded for tax pur- 
poses under the doctrine of Helvering vz. 
Alabama Asphaltic Limestone Co. ..., Hio- 
gins v. Smith™ .. . , and Gregory v. Helver- 
ET cer 


Has the connecting line between the parties 
been broken? 


“TI. A Fast-Fish belongs to the party fast 
to it. 


“II. A Loose-Fish is fair game for any- 
body™. .. . What is a Fast-Fish? Alive 
or dead a fish is technically fast, when it is 
connected with [the other party], by any 
medium . a mast, an oar, a nine-inch 
cable, a telegraph wire, or a strand of cob- 
web, it is all the same... . These two laws 
touching Fast-Fish and Loose-Fish, I say, 
will, on reflection, be found the fundamentals 
of all human jurisprudence. ...”™ 


Hence if the transferee is not connected 
to the transferor by that “strand of cobweb,” 
the taxpayer is a Loose-Fish; and, for pur- 
poses of basis and gain or loss, the Commis- 
sioner may stick his hooks in. Thar she 
blows! 


2*See ‘‘Tax Classics,"’ XXV (January, 1950). 

*> See ‘‘Tax Classics,’’ 1948-III (March, 1948). 

6 Standard Realization Company v. Commis- 
sioner, CCH Dec. 12,322, 10 TC 708 (1948). 

7 EK. g., ‘“‘The usage of the imperialist jungie 
of those days was as simple as the whaling 
code succinctly set forth in Moby Dick... . 
And helpless backward countries were, of 
course, the fish.’’ Edwin A. Falk, Togo and 
the Rise of Japanese Sea Power (New York, 
Longmans, Green and Company, 1936), p. 112. 

*?Herman Melville, The Whale (London, 
Richard Bentley, 1853), Volume III, pp. 29, 32. 
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Office Expenses of Salaried School 
Inspector Deductible from Income 


Taxpayer was a school inspector employed 
on a salary basis. His duties included visit- 
ing public schools in a wide area, examining 
accounts of school municipalities under his 
control, organizing examinations, giving 
lectures and making numerous reports. He 
claimed as deductions from his income tax 
expenses for office rent in his own home, 
depreciation on office furniture and equip- 
ment, part-time secretarial services and tele- 
phone. The Minister of National Revenue 
disallowed the deductions on the grounds 
that they were not expenses laid out wholly, 
exclusively and necessarily for the purpose 
of earning income within the meaning of 
Section 6 (1) (a) of the Income War Tax 
Act and that taxpayer should have estab- 
lished that he would have lost his position 
had he not incurred the expense items. On 
appeal, the Income Tax Board allowed all 
of the deductions except the one for office 
rent, since the office was in taxpayer’s own 
home and, therefore, no actual expenditure 
for rent was made. The Board held that 
taxpayer’s numerous duties required him to 
have an office, a telephone and, during 
certain periods of the year, the aid of a secre- 
tary. Otherwise, it would have been impossible 
for him to perform his duties efficiently and 
satisfactorily—Desgagne v. Minister of Na- 
tional Revenue, 1 CCH Canaptan Tax 
Reports {| 87-068, 49 CCH Dominion Tax 
Cases § 1-011. 


Excess Profits—Adjustment 
of Standard Profits Upheld 


Taxpayer’s standard profits were fixed by 
the Board of Referees under Section 5 (3) 
of the Excess Profits Tax Act of 1940 on 
the basis that capital was not an important 
factor in the earning of profits or on the 
basis that capital was abnormally low. 
In February, 1944, taxpayer reduced its 
capital employed, the reduction being ac- 
companied by an equivalent reduction in 
capital stock. Acting under Section 4 (1) 
(b) of the Act, the Minister of National 
Revenue reduced the standard profits, as 
awarded by the Board of Referees, propor- 
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tionate to the reduction in capital employed. 
Similarly in 1945 the Minister reduced the 
standard profits to correspond with the re- 
duction in capital which took place in Febru- 
ary, 1944. Taxpayer appealed, contending 
that the Minister had no power to adjust 
the standard profits as fixed by the Board 
of Referees and secondly, that the Board 
having determined standard profits under 
Section 5 (3) without regard to capital em- 
ployed, the Minister should not have made 
a reduction in its standard profits because of 
a reduction in capital employed. 


The Exchequer Court upheld the adjust- 
ment, declaring that Section 4 should be 
read with Section 5 of the act, and that the 
Minister has the power to adjust standard 
profits as determined by the Board of 
Referees nothwithstanding the fact that 
under Section 5 (5) the determination of the 
3oard, when approved by the Minister, is 
final and conclusive—Eagle Lake Sawmills 
Limited v. Minister of National Revenue, 1 
CCH CanapiAn Tax Reports # 87-071, 49 
CCH Dominion Tax Cases § 87-069. 


Depletion on Timber Limits— 
Minister’s Discretionary Power 


Taxpayer company was incorporated by 
T. E. McCool in 1941. It acquired a timber 
limit from McCool for $150,000 payable in 
consideration of the issue of shares and a 
demand note for $123,097.34, bearing interest 
at five per cent per annum. In its 1942 
return for income tax and excess-profits 
tax, taxpayer claimed depletion based upon 
the cost of the timber and claimed as a 
deduction the interest paid to McCool on 
the note. The Minister of National Revenue 
disallowed both claims and fixed depletion 
on the basis of the cost of the timber to 
McCool ($35,000). On appeal, the Ex- 
chequer Court held that the Minister had 
acted on a wrong principle of law and had 
improperly exercised his discretion in basing 
depletion on the cost to the predecessor in 
title and that the depletion should have been 
based on the cost to the company. It 
further held that the interest on the note 
was not deductible. 


The Supreme Court upheld the disallow- 
ance of the deduction of interest, but de- 
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termined that the Exchequer Court had erred 
in deciding that the Minister had based his 
decision on the cost to the predecessor in title 
and in fixing the cost to the company as 
the basis for the deduction. The Minister’s 
decision was actually based on market value 
as found by taking the purchase price in 
the nearest free transaction. Since the 
Minister did not have all the relevant in- 
formation before him and had based his 
decision on insufficient facts, he could not 
be said to have exercised a judicial discre- 
tion, and four of the five judges held that 
the matter should be referred back to the 
Minister for consideration on the basis of 
market value.—Minister of National Revente 
v. T. E. McCool Limited, 1 CCH CANnapIANn 
Tax Reports { 87-072, 49 CCH Dominion 
Tax CASEs { 87-070. 


Income Tax— 
Sale of Business for Monthly Annuity 


Taxpayer sold his business in 1932 to a 
limited company in consideration of $1.00, 
certain covenants and an undertaking by 
the company to pay him a monthly annuity 
of $1,000 during his lifetime. Taxpayer 
was assessed for the vears 1941, 1942 and 
1943 on the $12,000 received by him each 
year as the annuity. He appealed on the 
grounds that the annuity was not income but 
capital and should be taxed only to the extent of 
the income content, or alternatively that this 
was an annuity like a Dominion Government 
annuity and subject to the exemption which 
prevailed in 1932 of $5,000 per year. The 
Exchequer Court held that the annuity repre- 
sented a contract for the sale and purchase 
of taxpayer’s assets and, therefore, was not 
entitled to the $5,000 exemption. The court 
found no merit in taxpayer’s contention that 
Section 3 (b) of the Income War Tax Act, 
taxing annuities, was qualified by the cone 
cluding words of the main body of Section 3 
—‘“the annual profit or gain from any other 
source including ....” The court declared 
that the enumerated paragraphs of Sec- 
tion 3, including Section 3(b) were not 
statements of sources of income from which 


| ACQ. AND NON-ACQ.—Continued from page 98 | 


Congress is spending the taxpayer’s money 
before it is collected, we may consider our- 
selves fortunate that we do not have a tax 
on gross income. 


Incidentally, that rhyme on page 1028 


takes me back to the time I studied prac- L. GLUICK 
tical income taxation under Mark Eisner. MIAMI 

He was, simultaneously, Collector of In- 
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only the annual profit or gain is taxable, but 
that the subject matter of each enumerated 
paragraph is an item of taxable income in 
itself —Wilder v. Minister of National Reve- 
nue, 49 CCH Dominion Tax CAses § 87-061. 


Excess Profits Tax— 
Commercial Traveling as Profession 


Taxpayer was a commercial traveler 
representing several manufacturers. He 
traveled throughout his territory with sam- 
ples of the merchandise of the concerns he 
represented and solicited orders, which were 
sent to the credit manager of the mill con- 
cerned. If the order was accepted and the 
merchandise was shipped, taxpayer received 
a commission. Taxpayer paid his own 
traveling expenses, but had no office or office 
staff or stationery of his own. He appealed 
from an Excess Profits Tax assessment on 
the grounds that he was not carrying on a 
business, or, alternatively, that he was carry- 
ing on a profession and was exempt under 
Section 7 (b) of the act. 

Taxpayer was free to solicit orders as he 
saw fit, and he selected his own customers. 
His remuneration depended on his own 
efforts, and he was his own master. In view 
of these facts, the court concluded that his 
status was not that of an employee, but was 
that of one who conducted a business. How- 
ever, even making due allowance for the fact 
that the meaning of the word “profession” has 
been greatly enlarged, the court thought it 
would be a distortion to extend it to the 
activities of a commercial traveler. Further- 
more, taxpayer did not show that his profits 
depended wholly or mainly upon his per- 
sonal qualifications. When asked what his 
success as a commercial traveler depended 
upon, he mentioned his personality, his 
ability to show his merchandise to the best 
advantage, his health and his experience, but 
on cross-examination he stated that his mer- 
chandise was the most important factor in 
his success—Blackwell v. Minister of Na- 
tional Revenue, CCH Dominion TAx CASES 
{ 87-066. 


ternal Revenue in the Second District of 
New York and instructor of federal taxa- 
tion at New York University. A good 
teacher, too. But can you imagine such a 
dual capacity nowadays? 
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This is It! 


Lawyers Tax Manual. Alfred S. Pellard. 
Clark Boardman Company, Ltd., 11 Park 
Place, New York 7, New York. 1949. 582 
pages. $12. 


Not all lawyers are tax lawyers or even 
intend to be, but most lawyers cannot help 
but come in contact with tax angles—even 
in what might be termed ordinary law prac- 
tice. At times they are called upon to draft 
contracts and alimony and separation agree- 
ments. They advise on sales of business and 
the more difficult trust agreements. 


A lawyer may research and prepare a file 
on the tax angles of a client’s proposed 
action and find, after the business is com- 
plete, that it is several months later before 
he has occasion to refer again to that tax 
angle in another transaction of the same 
type. It was this intermittent recurrence of 
need for specialized tax knowledge, and the 
uncertainty of ordinary methods of locating 
material and refreshing the mind by refer- 
ence to the first client’s file, that caused 
Mr. Pellard to begin collecting in a special 
file, forms, clauses and other data pertaining 
to the tax features of this run-of-the-mill 
law business. 


After some time, this file, because of its 
volume, fathered the thought that material 
published in book form would find a recep- 
tive audience among other attorneys who 
find themselves confronted with tax prob- 
lems from time to time but who do not 
classify themselves as tax experts. (Only a 
minority of the legal profession seem to be 
so classified.) 


The author added to his material, when 
it became a book, necessary knowledge re- 
garding the practice of attorneys and agents 
before the Treasury Department. The first 
chapter of the book is devoted to an ex- 
position of such items as powers of attorney. 
Concerning the latter subject, Mr. Pellard 
says, “In order to represent a taxpayer before 
the Bureau of Internal Revenue, the attorney 
or agent must file a power of attorney duly 
executed by the taxpayer. ... the power of 
attorney should include the names and ad- 
dresses of all attorneys and agents who will 
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represent the taxpayer and not the name of 
the law or accounting firm of which said 
attorneys or agents may be members. . 
express authority to do the following ac- 
counts must be granted: to receive checks 
in settlement of any refund, to delegate 
authority or to substitute another agent or 
attorney, to execute consent, to execute clos- 
ing agreements.” He also points out the 
difference between powers of attorney given 
by an individual, a partnership and a cor- 
poration; a dissolved partnership, a dis- 
solved corporation and insolvent taxpayer; 
a deceased taxpayer, etc. 


In the section dealing with wills, the author 
has included forms, as well as clauses for 
the apportionment of taxes, clauses for di- 
rection that taxes be paid out of the residuary 
and clauses for the exercise of appointment 
—to mention only a few. A chapter on trusts 
likewise contains selected clauses used in the 
tax-drafting of such legal instruments. For 
the most part, these clauses have been taken 
from important tax cases, and the citation 
to the case is given in the footnotes. 


If bar associations statistics are any cri- 
terion, divorce proceedings form a great 
percentage of the law business. The dis- 
rupted matrimonial state now has serious 
tax problems which it did not have a few 
years ago, and the lawyer owes it to his 
client to seek the most favorable tax posi- 
tion when asking the divorce. In this section 
of the book, the author has inserted, among 
others, clauses for separating regular ali- 
mony payments from child’s support, for 
lump-sum alimony and for agreement for 
alimony payments out of trust funds—all 
with adequate explanation in the footnotes. 


Tax-saving has not been overlooked, and 
Mr. Pellard suggests, for instance, that “... 
in matrimonial cases it is wise to consider 
the tax effects of alimony payments and 
transfers of property in lieu of such pay- 
ments. If the payments are to be made 
pursuant to agreement of the parties, it is 
possible to gain certain tax advantages. In 
reaching an agreement between the parties, 
the two factors which should be kept in 
mind are: (1) the probable taxable income 
which both parties will receive from all 
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sources during the period when the payments 
will be made and (2) the net amounts of the 
payments after taxes (or the amount of tax- 
exempt payments) which the wife will receive.” 


Rounding out the Manual, the Appendix 
contains the rules of practice before the Tax 
Court of the United States. If ever a book 
was written to fill a need, this is it! 


Guide to Estate Planning 


Tax Planning for Estates. William J. Bowe. 
Vanderbilt University Press, Nashville 4, 
Tennessee. 1949. 93 pages. $2. 


In this short book the author points out 
that the difficulty in estate planning is too 
often due to a failure to get a client to take 
action on the plan submitted. Before enter- 
ing the teaching profession, Professor Bowe 
was chief counsel for an estate-planning or- 
ganization; consequently, he writes his book 
out of practical experience, as well as from 
academic investigation. To give the planner 
something to bring about action, for instance, 
the author points out how a man owning 
stock in an unmarketable closed corporation 
can set up a charitable bequest under his 
will for the purpose of reducing the estate 
tax to an amount his estate can pay, yet do 
it in such a manner that his family can 
virtually revoke the plan after his death if 
conditions then make such an arrangement 
inappropriate . . . how, if a man who has 
securities should sell for investment reasons 
but hesitates to do so because of the capital- 
gain tax, he can, by a gift in trust, save 
estate taxes and income taxes, and obtain 
a lower tax on the realized capital gain... 
how a client may realize that he can pro- 
vide for maximum use of the marital deduc- 
tion, yet permit his spouse to disclaim part 
or all of it after his death. ... how, since 
many people object to trusts because they 
believe they tie property up too rigidly, the 
creator of a trust can include trustees’ powers 
which give the trust adequate flexibility ... 
and how even if a gift is held to have been 
made in contemplation of death, taxes will 
be saved. 


Oil and Gas Tax Cases 


Oil and Gas Federal Income Tax Manual. 
Arthur Andersen & Company, 120 South La- 
Salle Street, Chicago 3, Illinois. Sixth Edition, 
1950. 


This is a manual of cases illustrating com- 
mon situations, where the tax angles are 
important, encountered in the production of 
oil and gas. One hundred and forty-seven 


cases are used to illustrate general income 
tax problems involved in the prospecting for 
and the production of oil or gas, and in the 
numerous complications which arise in lease 
assignments, sales, division of production 
proceeds, etc. 


The manual is made up of five sections: 
Acquisition and Development of Properties; 
Depreciation and Depletion; Grants or As- 
signments of Oil or Gas Rights; Adjust- 
ments Resulting from Percentage Depletion 
Allowance; and Tax Planning. This new 
edition includes a table of the cases cited, as 
well as a glossary of terms and a working 
index with reference to both topics and 
illustrative cases. 


The revised edition of the manual reflects 
changes brought about during the past two 
years by judicial interpretations and admin- 
istrative rulings and practice. Principally, 
the changes relate to the treatment of ex- 
penditures for exploration (geological and 
geophysical), the classification of certain 
joint operations as associations taxable as 
corporations, assignments of oil and gas pay- 
ments carved out of economic interests and 
the treatment of income and expenses of the 
parties to a carried interest. 


Mental Miracles 
on Thirty-fourth Street 


Mental Multiplication. Charles Lipkin. 249 
West 34th Street, New York 1, New York. 
50 cents. 


On January 1, 1950, the social security 
rate climbed to one and one-half per cent. 
What difference will this make in the weekly 
wage deduction? Mr. Lipkin, who has been 
in practice as a certified public accountant 
for more than thirty-eight years, knows all 
the answers because of his method of rapid 
calculation, which he calls “mental multi- 
plication.” 


He will share his knowledge with you, 
and you, too, may “mentally multiply”—that 
is, if you have as good a head on your 
shoulders as Mr. Lipkin has on his. Mr. 
Lipkin, you may remember, was the gentle- 
man who in September, 1947, defeated, with 
his near-miraculous mental gymnastics, not 
only the abacus-experts, but also the electric 
calculator in both addition and subtraction. 
(See “Tax-Wise,” Taxes—The Tax Maga- 
zine, March, 1948, pages 197-198.) Scorning 
the use of paper, the author recommends 
multiplication by the following process: 


“Multiply by 15 (14% is the same as 
1.5% = 15 with decimal omitted) as you 
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would by 9 or by 11 or by 12, as if 15 were 
a unit or one digit. Thus: 


625 x 15: 625 
x 15 

5 x 15 = 75, write 5, carry 7...... 5 
7+2x15= 3 write 7,carry3.. 75 
Pe eee rene 9375 


“It’s as simple as that. All you need know 
is the multiplication table from 1 x 15 up to 
9 x 15. You don’t have to know higher than 
9x 15. 


“If, however, this is too much for one, 
then multiply by the unit 5 (of 15), writing 
down the partial product, and then multiply 
by the tens 1 (of 15), carrying this forward 
to the next computation. Thus: 


625 x 15: 625 

x 15 

5x 5 = 25, write 5, carry 2....... 5 
2+5x1—7, carry 7. 

7+2x5=17, write 7,carry1... 75 
1+ 2 x 1 = 3, carry 3. 

3+6x 5 = 33, write 3,carry3... 375 

og Sg ere eee 9375 


“If a man’s weekly wage is $85.00, then 


multiply 85 x 15 thus: 85 
x 15 

Dt Eh ee Fe NF nove vo ees 5 
Pe Oe eG i ivevawees 1275 


“Mark off three decimal places, and the 
answer is $1.28. 


“The matter simmers down to multiplying 
by 15 and marking off three decimal places 
if we use whole dollars only, and marking 
off five decimal places if we have dollars and 
cents in the wage: 





$74.25 x 14% = 7425 x 15: 7425 
x 15 

ee Ow a oe 5 
7+2x 15 = 37, carry3 ....... 75 
3+4x 15 =63,carry6 ....... 375 
oa ee ee ) 111375 








“Marking off five places gives us $1.11 
to be withheld. 


“However, if the computer prefers to 
figure each digit separately: 
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$74.25 x 14% = 74.25 x 1.5% 





7425 x 15: 7425 
x 15 
ee fd) eee 5 
2+5xX1=—7, carry 7. 
7+2x5=17,carryl ........ 75 
1+2x1=3,carry3 
3+4x5=—23,carry2 ........ 375 
2+4x1=6,carry 6 
6+7x5=4l,carry4 ........ 1375 
a ie ae | ae 111375 








“In simple figuring like this, the reader 
must decide for himself whether he’d rather 
go over to the computing machine, or save 
the effort and figure at his desk as above 
shown. 


“If he wants to use the adding machine, 
he may proceed as follows: 


“Write the amount of the wage, 





plus one cipher annexed...... 74250 
“Then add to this, one-half of it- 

EE one io ern ee es 37125 

SSMS ofc’ Alois Moat 111375 








“Or, he may care to set the amount 
into his adding machine....... 7425 





“Then, double this and ADD it in.. 14850 
“Double THAT and add ........ 29700 
“And double that again and add.. 59400 
“Make sure that at this point you 

have four items in the adding 

machine tape, then get your 

SE Sayin Cheshunt ohms 111375 








“No matter how you figure it, always 
mark off five places if you have used dollars- 
and-cents, and mark off only three places if 
you have used “even” money (dollars only). 
Thus, the answer is $1.11.” 


If you are still with Mr. Lipkin, we con- 
gratulate you and know that you will enjoy 
his booklet. If you aren’t, have a copy any- 
way, and you'll learn to enjoy it. His figuring- 
method is very useful, too. 


Revised Tax Handbook 


Lasser’s Business Tax Handbook. J. K. 
Lasser. Simon and Schuster, 1230 Sixth 
Avenue, New York, New York. 1949. 792 
pages. $5. 


This book is described by the publishers 
as the first revision since 1947 of tax-expert 
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J. K. Lasser’s comprehensive, year-round 
guide for those engaged in business. 


As a checklist for businessmen and their 
advisors, this third edition of Lasser’s tax 
guide includes such chapters as: “How To 
Operate a Business Tax-Wisely for the 
Benefit of the Family”; “How To Operate 
a Proprietorship or Partnership”; “How To 
Do Business Abroad”; and “How To Pay 
Compensation to Employees.” 


The text itself is preceded by a guide 
in the form of a self-analysis of the reader’s 
own business with references to parts of the 
text that apply to individual problems in 
saving on taxes. 


The book is doubly indexed; first, by the 
usual subject matter, and secondly, by Treas- 
ury Regulations, showing which pages apply 
to particular sections of the Regulations. 


Analysis and Answer-Book 


Federal Income Taxes of Decedents and Es- 
tates. Commerce Clearing House, Inc., 214 
North Michigan Avenue, Chicago 1, Illinois. 
Revised edition, 1950. 128 pages. $1. 


The purpose of this book is to analyze the 
fundamental theory of taxing a decedent’s 
income and the income of his estate and at 
the same time to suggest the answers to the 
most commonly arising questions which con- 
front those who must assume the responsi- 
bility for the correct preparation of the last 
return of the decedent and the first return 
of the estate or trust. 


Coverage includes the decedent’s last re- 
turn, the return of an estate or trust, death 
of a partnership member, the beneficiary’s 
tax liability and the fiduciary’s duties and 
liabilities. 


Trend to Deterioration? 


Controlling Factors in Economic Develop- 
ment. Harold G. Moulton. The Brookings 
Institution, Washington 6, D. C. 1949, 397 
pages. $4. 

The American economic system has been 
distinct from others in that adequate work 
opportunities were considered the goal of 
the economy. Having this, the American has 
self-respect, self-reliance and personal in- 
dependence. Lately, however, there has been 
a change in the philosophy—sort of a gutless 
acceptance of the philosophy of security. A 
government sympathetic to this philosophy 
tends to decrease, possibly inadvertently, 


work opportunity. “Without adequate work 
opportunities our society will deteriorate 
physically, mentally, spiritually and _ politi- 
cally, as well as in terms of material wealth.” 

The creation of work opportunity, Dr. 
Moulton believes, represents the basic eco- 
nomic objectives in which the American 
people are interested. His book, illustrated 
in part with charts, reviews the entire eco- 
nomic scene, with its depressions, economic 
goals, economic organizations and distribu- 
tion of income. The book is a synthesis of 
the economic studies in which the author 
has participated during the past thirty years. 


Survey of Corporate Reports 


Accounting Techniques Used in Published 
Corporate Annual Reports. American Institute 
of Accountants, 270 Madison Avenue, New 
York 16, New York. 1949. 112 pages. $10. 


This book contains the third annual survey 
of current practices of more than 500 corpo- 
rations in the United States covering the 
fiscal years ending July 1, 1948 to June 30, 
1949, as completed by the research depart- 
ment of the American Institute of Accountants. 


The purpose of the survey is “to give the 
reader a broad perspective on the latest 
accounting practices and trends as disclosed 
in published annual reports, with particular 
emphasis on topics dealt with in recent 
Accounting Research Bulletins issued by 
the committee on accounting precedure of 
the American Institute of Accountants.” 


A “Who's Who” 
in Government Service 


American Men in Government—A_ Bio- 
graphical Dictionary and Directory of Federal 
Officials. Jerome M. Rosow, Editor, Public 
Affairs Press, Washington 8, D. C. 1949. 
472 pages. $7.50. 


For the first time, a complete directory 
is available listing presidential advisors, 
cabinet members, heads of independent 
agencies and establishments, bureau chiefs, 
top-level policy officials and other career 
executives. One of the interesting conclu- 
sions one may draw from a perusal of this 
volume is that our government officials do 
not come from a homogeneous group. In 
fact, socially, economically, and by educa- 
tion, experience and interest they vary 
tremendously. Another conclusion is that 
top government officials, whether we realize 
it or not, are, on the whole, exceptionally 
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well-qualified for their positions. One is 
amazed that so many highly trained and 
experienced men and women do remain in 
government service when the financial lures 
of industry are so great. 


This directory should be of interest to 
the general public and to many special 
publics, including those in government service. 


Withholding Tax Guide 


1950 Federal Payroll Withholding Tax 
Tables With the New Social Security Rate 
Table. CCH Federal Tax Reports Edition. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1949. 
16 pages. $1. 


Contents of this handy book include the 
new Social Security Rate Table, and, for 
income tax withholding, the Percentage 
Method, Weekly Table, Biweekly Table, 
Semi-monthly Table, Monthly Table, Daily 
(or Miscellaneous) Table, and Exemption 
Problems. Each table is set in large type on 
two facing pages, in a style convenient for 
payroll department use. It also includes 
explanation of the new tax deposit procedure 
and forms. 


Minnesota Report 


Minnesota's Income Tax, An Analysis of 
and Comparison with Other States. The 
Minnesota Institute of Governmental Re- 
search, Inc., 702-704 Empire Bank Building, 
St. Paul 1, Minnesota. 1949. 30 pages. 

The four sections of this booklet discuss: 
acomparison of Minnesota’s net income tax 
burden with that of other states; personal 
net income tax in the various states; corpo- 
ration net income taxes in various states 
and dedicated funds. A thorough coverage 
of the tax situation in Minnesota is given in 
a concise manner, using easy-to-understand 
language. The text is supplemented by 
eleven tables and twelve charts. 


British Tax Act 


Annotated Copy of the Finance Act, 1949 
(Income Tax, Sur-Tax and Profits Tax Pro- 
visions). The Institute of Taxation, Cliffords 
Inn, London, E. C. 4, England. November, 
1949. 60 pages. 


This copy of the Finance Act of 1949 is 
issued by the Institute of Taxation for the 
use of members and students of the Insti- 
tute. In pamphlet form, it presents Parts 
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II, V and VII; namely, income tax, land 
tax and such miscellaneous tax applications 
as extension of special contribution to North- 
ern Ireland, taxation of Lloyd’s and other 
underwriters who set up special reserve 
funds, settling of appeals by agreement, and 
short title, construction, extent and repeals. 
Pertinent tax schedules are included. 


ARTICLES 


Combating Inflation ... After examining 
a proposal to cut consumer demand by al- 
lowing, as a permanent part of the tax sys- 
tem, a “deduction” for taxpayers’ savings, 
the author explains why a “suitably designed 
compulsory savings levy,” to be used only 
when the inflationary danger warranted, 
would be preferable.—Tobin, “Taxes, Saving 
and Inflation,” American Economic Review, 
December, 1949. 


Uniformity in Taxation ... Here is an 
evaluation of the use made of constitutional 
limitations on the power of state legislatures 
in tax matters. Of these limitations, “the 
nearly universal provision that taxes must 
be ‘uniform’ is the most conspicuous.”— 
Matthews, “The Function of Constitutional 
Provisions Requiring Uniformity in Taxa- 
tion,” Kentucky Law Journal, November, 1949. 


Even Hamlets Have Cemeteries ... New 
York’s 1949 law regarding cemetery ac- 
counting provides a model for other states 
and communities. This article gives the ac- 
counting highlights of the new statute.— 
Isaacs, “Accounting Analysis of the New 
York Statute on Cemeteries,” New York 
Certified Public Accountant, November, 1949. 


Financing Capital Formation . . . Start- 
ing with the carefully-explored premise that 
there will be no let-up in future demands for 
capital, and asserting that traditional meth- 
ods are no longer adequate, the author takes 
up the problem of who in the future is 
likely to initiate the savings and investment 
to provide for economic growth.—Edmunds, 
“Financing Capital Formation,” Harvard 
Business Review, January, 1950. 


Homestead Exemption ... This article 
paints the Florida homestead exemption as 
a “legal chameleon,” which protects itself 
from attack by changing color to match the 
situation. Four distinct “species” of this 
elusive trust are described.—Crosby and 
Miller, “Our Legal Chameleon, the Florida 
Homestead Exemption,” University of Florida 
Law Review, Spring, Summer, Fall, 1949. 
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APPELLATE AND LOWER COURTS 


Income tax: “Unincorporated business”. 
—A nonresident owner of a hotel located in 
the District of Columbia who leases the 
hotel to a corporation is not liable for the 
franchise tax measured by net income, since 
the ownership of and the collection of rents 
from the hotel are not considered an incor- 
porated business within the meaning of the 
statutes—CA of DC. District of Columbia 
v. Pickford, CCH District or CoLtuMBIA TAX 
Reports {§ 14-021. 


STATE COURTS 


Alabama: Use tax: Liability for tax on 
purchases of containers, barrels and plat- 
form trucks.—Fiber boxes used to ship canned 
and bottled syrups, sold in case lots, are 
exempt from the use tax as furnished con- 
tainers purchased for resale. However, barrels 
used for shipping and storing the syrup 
are not exempt as they are not subsequently 
resold to the purchasers of the product. 
Platform trucks are not exempt as they-are 
used in transportation rather than in the 
compounding and manufacturing of the syrup 
which is a statutory requirement for exemp- 
tion of machinery.—Ala. Alabama-Georgia 
Syrup Company v. State of Alabama, 2 CCH 
State Tax Cases Reports {f 250-061. 


Rates: Adopted children: Adoption after 
reaching majority: 1941 amendment: Con- 
stitutionality—A and B, beneficiaries under 
the decedent’s will, were adopted by the de- 
cedent after their majority. A was a mu- 
tually acknowledged child before her fifteenth 
year, but, having been legally adopted after 
she was twenty-one, was taxed as a Class D 
beneficiary, under the 1941 amendment to 
Section 14 of the Inheritance Tax Law, 
which limited the adopted children who 
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were entitled to Class A rates and exemp- 
tions to those who were adopted before they 
reached the age of twenty-one years. B was 
also taxed as a Class D beneficiary. It was 
also shown that C, another beneficiary, who 
qualified as a “mutually acknowledged child” 
was taxed as a Class B beneficiary. It was 
held that as to this case the 1941 amend- 
ment was unconstitutional as a subclassifica- 
tion which is “so narrow as to make it 
special legislation.” However, the court 
tempered its declaration of unconstitution- 
ality with a statement that “We do not say 
categorically that such a classification would 
not be justified under any circumstances or 
that a legislative study and declaration of 
policy based on that study might not, at 
some future time, justify the classification 
here attempted.”—Colo. Estate of T. Win- 
termeyer et al. v. People of Colorado, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
{ 16,487. 


Income tax: Domicile—An_ individual 
having a fixed and definite intention to re- 
turn to his home state is not considered to 
be domiciled in the District of Columbia 
and is therefore not subject to the District 
income tax.—D. C. Griffin v. District of 
Columbia, CCH District oF CoLuMBIA TAX 
Reports {| 14-004. 


Municipal license tax.—A municipal cor- 
poration under charter power can levy and 
collect a license tax upon persons carrying 
on a trade or business, but it does not have 
power to impose a prohibitory tax on a law- 
ful business.—Ga. Chandler v. City of Tif- 
ton et al., CCH Greorcra Tax Reports § 55-013. 


Illinois: Sales tax: Foods and drinks 
sold to night-club patrons.—Persons en- 
gaged in business of operating night clubs 
and theatre restaurants, who furnish their 
patrons music for dancing and floor shows 
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or other entertainment, and who, as an 
incident thereto sell patrons foods and drink, 
are subject to tax on such sales even though 
their primary business is that of providing 
entertainment.—Ill. Massell et al. v. Daley, 
2 CCH Strate Tax Cases Reports { 250-064. 


Foreign trust: Tolling of limitation period. 
—A New York trust created by a Maine 
decedent, composed in part of fractional 
interests in mortgages on real property out- 
side the state, was subject to the Maine 
inheritance tax. Although the general principle 
that statutes of limitations do not run against 
a sovereign was inapplicable, still the limita- 
tion period here did not commence to run 
until the claim could be accurately deter- 
mined, which was not until the death of one 
of the daughters seven years after the death 
of decedent—Me. Estate of A. E. Meier, 
CCH INHERITANCE ESTATE AND Girt Tax 
REPorTS J 16,489. 


Increased assessments based on proposed 
improvements: City of Baltimore.—The city 
will not be enjoined from the collection of 
taxes based upon increased assessments 
made on the possibility of enactment of an 
improvement ordinance. The contention of 
the taxpayers that the city perpetrated a 
fraud upon them by increasing their assess- 
ments without disclosing its intention to 
enact such ordinance before expiration of 
the period for an appeal from tax assess- 
ments is without merit since the passage of 
the ordinance was logically dictated in the 
course of events respecting furtherance of 
an openly general plan to improve traffic 
conditions. It is to be noted in addition that 
the relation between assessor and taxpayer 
is not a fiduciary relation which imposes 
upon the assessor a special duty of dis- 
closure and that the strictly legislative action 
of enacting an ordinance is not invalid al- 
though done without public hearing. Md.— 
Chissell et al. v. Mayor and City Council of 
Baltimore, CCH Marytanp TAx REporTS 
{| 24-006. 


Collection of use tax from out-of-state 
seller—A nonresident firm with no place of 
business or agents in the state cannot be 
made a collecting agency for the Mississippi 
use tax. Where the only intrastate activity 
of the company was sending nonresident 
solicitors into Mississippi to take orders 
effective only when approved at the home 
office, the nonresident firm could not be 
made a collecting agent for the use tax on 
goods sold by the corporation, when the 
sales have been completed by the delivery 
of the goods to a common carrier in the 


Interpretations 


foreign state. The former decision is con- 
trolling.—Miss. Stone v. Reichman-Crosby 
Company, 2 CCH State Tax Cases Reports 
7 250-065. 


Motor vehicle use tax unconstitutional.— 
The two per cent use tax imposed on motor 
vehicles purchased outside the state on which 
the Missouri sales tax has not been paid is 
unconstitutional. As reported by CCH Dis- 
patch, the Missouri Supreme Court, en 
banc, has ruled the tax invalid because it 
violates the uniformity provisions of the 
Missouri Constitution by arbitrarily exempting 
vehicles having a seating capacity of ten or 
more passengers.—Mo. State ex rel Trans- 
port Manufacturing and Equipment Company 
v. Bates, CCH Mrtssourr Tax Reports 
{] 64-730. 


Corporate net income tax: Interest from 
federal securities.— Interest from federal 
securities issued after March 1, 1941, is not 
subject to the corporate net income tax. 
Inclusion of interest on United States se- 
curities in the base on which the corporate 
net income tax is computed amounts to dis- 
crimination against federal securities, since 
interest on securities of the commonwealth 
and its subdivisions is excluded from the 
measure of the tax. 


Corporate taxpayers may obtain refunds 
under Section 503 (a) (4) of the Fiscal 
Code which provides that a refund claim 
may be presented whenever an interpreta- 
tion of a tax statute has been held to be 
erroneous by a “final judgment of a court 
of competent jurisdiction.” Corporations 
should note that a petition of refund must 
be filed within five years from the date of 
payment of tax or the date of settlement, 
whichever is later—Pa. Commonwealth of 
Pennsylvania v. Curtis Publishing Company, 
CCH PENNSYLVANIA TAX Reports J§ 200-198. 


Property purchased with funds of surviv- 
ing wife.——Property held in the names of 
both the decedent and his wife was includ- 
ible in his gross taxable estate to the extent 
of one half its value, although purchased 
with funds contributed by the wife. Here 
the funds had been given to the decedent’s 
wife by her father. However, the inclusion 
of the decedent’s name in the title at the 
time of the purchase was construed by the 
South Carolina Supreme Court as a gift to 
the decedent by his wife, to the extent of 
the one-half interest—S. C. Legendre, Ex- 
ecutrix v. South Carolina Tax Commission, 
CCH INHERITANCE ESTATE AND Girt TAX 
Reports {[ 16,490. 
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State Tax Calendar 


ALABAMA 


March 1 
Automobile dealers’ report due. 
Insurance companies’ premiums tax re- 

port and payment due. 
Public utility property tax report due 
(last day). 


March 10—— 

Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


March 15 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Franchise tax report due (last day). 

Income tax return, information return 
and first installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


March 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and pay- 
ment due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 








ARIZONA 
March 5—— 
Alcoholic beverages licensees’ report due. 
March 10—— 


Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
Gross income report and payment due. 
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Income tax return, information return 
and first installment due. 

Phoenix business privilege tax report and 
payment due. 


March 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


March 25—— 
Motor vehicle fuel distributors’, whole- 
sales’ and carriers’ report and pay- 

ment due. 


ARKANSAS 
March 1 
Franchise tax report due. 
Insurance companies’ premiums tax re- 
port and payment due (last day). 
Public utilities’ property tax return due. 


March 10 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


March 15—— 
Compensating (use) tax report and pay- 
ment due. 


March 20 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


March 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 











CALIFORNIA 





March 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax re- 
port due. 


March 15 
Bank and corporation franchise tax re- 
turn and first installment due. 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 
beverages imported due. 
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Corporation income tax return and first 
installment due. 

Distilled spirits report and tax due. 

Express and railroad companies transmit- 
ting money, report due. 

Use fuel tax report and payment due. 


March 16—— 
Oil and gas production tax report due. 


March 20—— 
Motor carriers’ gross receipts report and 
tax due. 


March 31 
Mine owners’ report due. 





COLORADO 





March 1 
Gift tax return due. 
Insurance companies’ premiums tax re- 
port and payment due. 


March 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


March 10 
Motor carriers’ report due. 


March 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 


March 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
Franchise tax report due. 


March 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 





CONNECTICUT 

March 1—— 

Domestic insurance company premiums 
tax payment due. 

Insurance Companies’ premiums tax re- 
port due. 

March 15 
Gasoline use tax report and payment due. 
Unincorporated business gross income tax 

report and payment due. 

March 20—— 

Alcoholic beverage tax return and pay- 
ment due. 


March 25—— 
Gasoline tax report and payment due. 
March 30—— 

Certified copy of foreign and domestic 
corporations’ annual report and fee, to 
be filed with town clerk, due. 

Use tax annual report and payment due. 
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March 31—— 

Electric, gas, power, water, railroad and 
street railway corporations’ tax return 
due. 

Public service companies’ report due. 


DELAWARE 

March 1 

Insurance companies’ premiums tax re- 
port and payment due. 


March 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importer of alcoholic 
beverages, report due. 


March 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 








DISTRICT OF COLUMBIA 


March 1—— 
Domestic and foreign insurance companies’ 
report due. 
Insurance companies’ premiums tax due. 


March 10 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


March 15 
Beer tax due. 


March 20—— 
Sales and use tax report and payment due. 


March 25—— 
Gasoline tax report and payment due. 


March 31 
Bank gross earnings tax semiannual install- 
ment due (last day). 
Motor vehicle registration and fee due. 
Property tax semiannual installment due 
(last day). 


Public utility tax semiannual installment 
due (last day). 











FLORIDA 

March 1 

Auto transportation companies’ 
and tax due. 





report 


Insurance companies’ premiums tax due. 


First Monday: 
Public utility property tax return due 
(last day). 





March 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
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March 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Electric, gas, light, heat and power, tele- 
phone and telegraph companies’ report 
and tax due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erages report due. 


March 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 
Sales, use, rental and admissions taxes 
and reports due. 





March 31 
Auto transportation companies’ annual 
report due. 
GEORGIA 
March 1—— 
Foreign corporations’ list of resident 


stockholders due. 

Insurance companies’ premiums return and 
tax due. 

Public utilities’ special franchise tax (prop- 
erty tax) report due. 

Railroads’ property tax return due. 


March 10— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


March 15—— 
Income tax return, information return 
and first installment due. 
Intangible personal property return due. 
Malt beverage tax report due. 


March 20—— 
Gasoline tax report and payment due. 


IDAHO 
March 1 
Express companies’ report due. 
Insurance companies’ premiums tax re- 
turn due. 


March 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 
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Income tax return, information return 
and first installment due. 


March 25—— 

Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
March 31 

Express companies’ tax due (last day). 


Insurance companies’ premiums tax due. 
Motor vehicle registration fee due. 





ILLINOIS 

March 1 

Insurance companies’ premiums tax re- 
turn and payment due. 


March 10—— 
Motor carriers’ mileage tax report and 
payment due. 
March 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 








due. 

Sales tax report and payment due. 
March 20—— 

Gasoline tax report and payment due. 
March 30-—— 

Transporters’ gasoline report due. 

INDIANA 

March 1 7 

Alcoholic vinous beverage tax due. 

Fire insurance companies’ semiannual 


premiums tax due. 
Insurance companies’ premiums tax re- 
turn and payment due. 


March 10—— 
Cigarette distributors’ interstate business 
report due. 


March 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
March 20—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
March 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ use fuel tax report and pay- 
ment due. 
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March 1 


IOWA 





Bank share tax first installment due. 

Express companies’ property tax report 
due. 

Grain handling report due. 

Insurance companies’ premiums tax re- 
turn and payment due. 


March 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report and 
payment due. 


March 20—— 
Gasoline tax report and payment due. 


March 31 

Income tax return, information 
and first installment due. 

Property tax list due (last day). 





return 


KANSAS 
March 1 
Information at the source return due. 
Insurance companies’ premiums tax and 
annual statement due. 
Railroad companies’ return of tax with- 
held from private car companies due. 


March 10—— 
Malt beverage report due. 


March 15—— 

Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax re- 
port and payment due. 

March 20—— 

Railroad, telegraph, telephone, pipe-line 
and electric power companies’ return 
due. 

Sales tax report and payment due. 

Use fuel report and payment due. 

March 25—— 
Gasoline tax report and payment due. 
March 31 
3ank share report due (last day). 
Franchise tax report and payment due. 








KENTUCKY 
March 1 . 
Insurance companies’ (other than life) 
premiums tax return and payment due. 
Motor vehicle registration fee due. 


March 10-—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


State Tax galendar 





March 15—— 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 

Income tax information return due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


March 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


March 31 

Amusement and entertainment report and 
tax due. 

Dealers’ and transporters’ gasoline tax 
report and payment due. 

Louisville income tax withholding agents’ 
payment due. 

Public utilities’ franchise tax report due 
(last day). 

Public utilities’ property tax return due. 





LOUISIANA 
March 1 
Chain store tax due before this date. 
Foreign corporations’ report due. 
Insurance companies’ premiums tax report 
and payment due. 
License tax delinquent. 
Soft drinks tax report due. 
Taxable property of persons engaged in 
selected businesses, report due. 
Tobacco tax report due. 


March 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


March 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


March 20 
Beer wholesale dealers’ tax report and 
payment due. 
Fuel use tax report and payment due. 


Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 
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MAINE 
March 1 
Express and parlor car companies’ report 
due. 
Foreign corporation license fee due. 
Insurance companies’ premiums tax re- 
port due. 
Motor vehicle registration fee due. 


March 10—— 
Manufacturers and wholesalers of malt 
beverages, report due. 


March 25—— 
Use fuel tax report and payment due. 


March 31 
Gasoline tax report and payment due. 








MARYLAND 

March 10 
Admissions tax payment due. 

Beer tax report and payment due. 


March 15—— 
Distillers’ and bonded and other ware- 
housemen’s report due. 
Insurance companies’ tax report and pay- 
ment due. 
Sales and use tax report and payment due. 
Utilities’ gross receipts franchise tax re- 
port due. 


March 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 


March 31 
Gasoline tax report and payment due. 
Motor vehicle registration fee due. 








MASSACHUSETTS 





March 1 
Alcoholic beverage annual excise (income) 
tax report due. 
Information at the source return due.* 
Insurance companies’ (except marine or 
fire and marine) tax return due; life 
insurance companies’ tax on net value 
of policies due. 
Personal income tax 
installment due. 


March 10—— 
Alcoholic beverage excise tax report and 


payment due. 
Meals excise tax report and payment due. 


March 15 
Bank net income tax report due. 
March 20—— 
Tobacco tax report and payment due. 


March 31 
Motor fuel tax report and payment due. 


return and _ first 








MICHIGAN 





March 1 
Insurance companies’ premiums tax re- 
port delinquent. 
Property tax without interest charges due 
(last day). 


March 5—— 


Carriers’ gasoline statement due. 


First Monday: 
Property tax return due (last day). 


March 10—— 
Common and contract carriers’ report 
and fee due. 


March 15 
Sales tax report and payment due. 
Use tax report and payment due. 


March 20—— 

Cigarette tax report and payment due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


March 31 
Intangibles tax return, including informa- 
tion return of trustees and agents, due. 











MINNESOTA 
March 1 


Income tax information return due. 





Insurance companies’ premiums tax re- 
port due. 


Iron severance operators’ tax report due. 

Personal property tax due. 

Public utilities’ (except railroads) gross 
earnings tax due. 

Railroads’ gross earnings tax semiannual 
installment due. 


March 10 
Wholesalers’, brewers’ and manufactuers’ 
alcoholic beverage report due. 


March 15—— 
Gift tax return due. 





Income tax return and first installment 
due. 


Interstate motor carriers’ mileage tax due. 
March 20—— 
Cigarette tax and report due. 


March 23 
Distributors’ gasoline tax report and pay- 
ment due. 





Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 
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March 1 


MISSISSIPPI 





Domestic insurance companies’ premiums 
tax report and payment due. 


March 5—— 


Factories’ report due. 


March 10—— 


Admissions tax report and payment due. 


March 15—— 


Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Income tax information tax: return due. 

Income tax return and first installment 
due. 

Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Occupation (sales) tax and report due. 

Timber severance tax and report due. 


March 20—— 


Gasoline and oil distributors’ report and 
payment due. 

Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 


March 25—— 
Gas severance tax report and payment 
due. 
Oil and Gas Board maintenance charge 
due. 


Oil severance tax report and payment due. 


MISSOURI 

March 1 

Factories’ report due. 

Franchise tax report due. 

Income tax information return due. 

Insurance companies’ premiums tax re- 

port due. 
Sales tax annual report due. 


March 5—— 
Nonintoxicating beer permittees’ report 
due. 


March 10 

Oil inspection tax report and payment 
due. 

Receivers of petroleum products, report 
due. 


March 15—— 
Alcoholic beverage sale report due. 
Intangibles tax return and payment due. 


March 25 
Use fuel tax report and payment due. 
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March 30—— 
St. Louis income tax report and payment 
due. 
March 31 
Gasoline distributors’ report and payment 
due. 
Income tax return and first installment 
due. 


Soft drinks manufacturers’ report and 
payment due. 


MONTANA 





March 1 
Corporations’ report of indebtedness due. 
Foreign corporations’ report of capital 
employed due. 

Insurance companies’ premiums tax re- 
port due. 

Moving-picture theater licenses issued and 
tax due. 

Sleeping car companies’ report due. 

Telephone companies’ tax and report due. 


First Monday: 

Telegraph, telephone, electric power or 

transmission line, canal, ditch and flume 
companies’ property return due. 


March 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 

Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Income tax information return due. 


March 31 
Income (corporation license) tax return 
due. 
Insurance companies’ license expires. 








NEBRASKA 

March 1 

Insurance companies’ premiums tax re- 

port due; foreign companies’ payment 
due. 


March 10—— 
Bank share tax report due. 
Cigarette distributors’ report due. 


March 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 








NEVADA 
March 1 
Foreign corporations’ annual statement 
due. 


Insurance companies’ (except foreign 
surety) tax return due; foreign life and 
accident companies’ tax due. 


187 











First Monday—— 
Installment loan companies’ intangibles 
tax due. 
Property tax quarterly installment due. 
Utilities’ affidavit due. 


March 10—— 
Liquor report by out-of-state vendors 
due. 


March 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


March 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
March 1—— 

Insurance companies’ premiums tax re- 

port due. 
March 10—— 

Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; whole- 
salers’ payment due. 

March 15—— 

Personal income tax return due. 

Use fuel tax report and payment due. 
March 31 

Motor carriers’ registration and fee due. 

Motor fuel report and tax due. 

Motor vehicle registration and fee due. 





NEW JERSEY 





March 1 

Insurance companies’ (except marine) re- 
port due. 

Railroad companies’ property tax report 
due. 

March 10— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

March 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

March 25—— 

Busses (municipal) gross receipts report 

and tax due. 
March 30—— 

Carriers’ gasoline tax report due. 

March 31 

Distributors’ gasoline report and payment 
due. 





NEW MEXICO 





March 1 
Insurance companies’ premiums tax re- 
port and payment due. 
Property tax return due (last day). 
Railroads’ gross earnings tax on private 
car lines due. 


March 2—— 
Motor vehicle registration fee due. 


March 15—— 
Franchise tax report due. 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


March 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


March 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


. NEW YORK 

March 1 

Insurance companies’ annual premiums 
report due. 

Real estate and cooperative agricultural 
corporations’ franchise tax report and 
payment due. 

Transport and transmission companies’ 
primary tax report and payment due 
(last day). 


March 20—— 

Alcoholic beverage tax and report due. 
March 25—— 

Conduit companies’ tax and report due. 


New York City conduit companies’ tax 
and report due. 


New York City public utility excise re- 
turn and payment due. 


Public utility additional tax and return 
due. 


March 31 
Gasoline tax report and payment due. 








NORTH CAROLINA 
March 1 


Firemen’s Relief Fund tax report due. 


Freight car lines tax report and payment 
due. 


March 10—— 
Carriers’ gasoline tax report and payment 
due. 


Distributors and bottlers of unfortified 
wines, report and payment due. 


Railroads’ alcoholic beverage report due. 
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March 15—— 

Firemen’s 
day). 

Gift tax report and payment due. 

Income tax return, information return 
and first installment due. 

Information return by corporations for 
intangibles tax purposes due. 

Insurance companies’ gross premiums re- 
port and tax due. 

Intangible personal property report and 
tax due. 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 


March 20—— 
Distributors’ gasoline tax report and pay- 


Relief Fund Tax due (last 





ment due. 
Use fuel tax report and payment due. 
March 31 
Railroad companies’ utility tax report 
due. 


NORTH DAKOTA 





March 1 

Car line, express and air transportation 
property tax due (last day). 

Insurance companies’ premiums tax re- 
port and payment due. 

Mineral rights excise tax semiannual in- 
stallment delinquent. 

Personal property tax delinquent. 

Real property tax semiannual installment 
delinquent. 

Rural electric cooperatives’ tax delinquent. 


March 10—— 
Cigarette distributors’ report due. 


March 15—— 
Banks’ and trust companies’ income tax 
return due. 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax return, information return 
and first installment due. 
Interstate motor carriers’ tax due. 
March 25—— 
Use fuel tax report and payment due. 


OHIO 
March 1 
Foreign insurance companies’ premiums 
tax first installment due. 
Insurance companies’ premiums tax re- 
port due (last day). 
Utilities’ (except sleeping car, freight line 





and equipment corporations) retyrn 
due. 
March 10—— 


Cigarette wholesalers’ report due. 
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Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


Second Monday 
Bank share tax report due. 
Dealers in intangibles, report due. 
Financial institutions’ report of deposits 
due (last day). 


March 15—— 

Cigarette use tax and report due. 

Columbus income tax return, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due. 

Toledo income tax return, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due. 

March 20—— 
Dealers’ gasoline tax report due. 
March 30—— 

Carriers’ gasoline tax report due. 

March 31 

Foreign corporations’ annual statement 
due. 

Franchise tax report due (last day). 

Gasoline tax due. 

Grain handling tax semiannual installment 
due. 

Intangible and tangible personal property 
tax semiannual installment due. 

Property tax return due (last day). 











OKLAHOMA 
March 1 
Annual labor report due. 
March 5—— 
Operators’ report of mines other than 
coal due. 
March 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 

ing-machine owners’ report due. 
March 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Gift tax and return due. 

Income tax return and first installment 
due. 

Intangible personal property list due (last 
day). 

Personal property tax return due. 

Railroads’ and public service companies’ 
return due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
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March 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 








March 31 
Oil, gas and mineral gross production 
report and payment due. 
OREGON 
March 1 
Insurance companies’ premiums tax re- 
port due. 
Property tax return delinquent after this 
date. 
March 10—— 
Oil production tax report and payment 
due. 
March 15—— 
Class I railroad, Class A electric and 
telephone, telegraph and sleeping car 


companies’ property tax return due. 
March 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
March 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
March 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


March 15—— 

Capital stock tax return and payment due. 

Corporate loan tax return and payment 
due. 

Corporation bonus report and payment 
due. 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Franchise tax report and payment due. 

Insurance companies’ premiums tax re- 
port and payment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax return and pay- 
ment on net profits or income due. 
Philadelphia withholding return and pay- 

ment due. 


190 


Pittsburgh mercantile license tax return) 
and payment due. | 
March 31 
Gasoline tax report and payment due. | 
Use fuel tax report and payment due. |i 


LAs 





RHODE ISLAND 
March 10—— | Vi 
Manufacturers’ alcoholic beverage report! 
due. 
March 15—— 
Gasoline tax report and payment due. 
March 20—— 


Sales and use tax return and payment 
due. 


| 


| 
SOUTH CAROLINA 





March 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Personal property tax return due. 


March 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales | 
and additional tax due. 
Power tax return and payment due (last 
day). 
March 15—— 
Income tax return, information 
and first installment due. 
March 20—— C 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 


C 
due. \ 
SOUTH DAKOTA . 


return 


Mai 





March 1 
Insurance companies’ annual report and 
payment due (last day). C 
Motor carriers of passengers, tax due. 
March 10—— ( 
Interstate motor carriers’ report and tax 
due. 
March 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. Mi 
Carriers’ use fuel tax report due. ( 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 
March 20—— M: 
Passenger mileage tax due. | 
March 31 
Bank excise income tax return and first | 
installment due. 
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return} \\caers’ gasoline tax report due. 
tor vehicle registration and fee due. 
due. | TENNESSEE 
due. farch 1 
rance companies’ premiums tax and 
dort due. 
| V : 10- 
» report| tholic beverage report due (last day). 
‘el tax on beer due. 
‘iers’ gasoline tax report due. 
due. .15— 
‘iers of use fuel, report due. 
ayment tax report and payment due. 
| *ks and bonds income tax return and 
tyment due. 
‘l,ors of fuel, report due. 
1 20 
sport of tributors’ gasoline tax report and pay- 
le. ent due. 
tax re- uid carbonic acid gas tax due. 
production tax report and payment 
| ue. 
es and use tax report and payment 
ant due. ue. 
and re- TEXAS 
ge sales | hl 
urance companies’ premiums tax re- 
ue (last P P _ 
ort and payment due. 
blic utilities’ intangibles tax report 
lue. 
return 15a, 
anchise tax report due (last day). 
Oleomargarine dealers’ report and tax 
due. 
due. March 20—— 
Jayment Carriers’ motor fuel tax report due. 


Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
ort and March 25—— . 
Carbon black production tax report and 





due. payment due. 
Cement distributors’ tax report and pay- 
_— ment due. 
Natural gas production tax report and 
payment due. 
, Prizes and awards of theaters, tax report 
—— and payment due. 
vendors 
March 30—— 
Oil production tax report and payment 
due. 
due. UTAH 
March 1 
Insurance companies’ premiums tax re- 
port due. 
ind first Salt Lake City occupation tax return 


and payment due. 


lagazine State Tax Calendar 


March 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


March 15—— 

Excise (income) tax return and first in- 
stallment due. . 

Individual income tax return and pay- 
ment due. 

Sales tax return and payment due. 

Use fuel tax report and payment due. 

Use tax return and payment due. 


March 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


March 31 
Insurance companies’ premiums tax due. 








VERMONT 
March 1 
Corporations’ annual report due. 
March 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


March 15—— 

Corporation income tax, or first install- 
ment, and return due. 

Electric light and power companies’ re- 
port and tax due. 

Personal income tax, or first installment, 
and return due. 

Telephone company gross operating reve- 
nue report and tax due. 


March 31 
Foreign corporations’ certificate to do 
business expires. 
Gasoline tax report and payment due. 
Motor vehicle registration and fee due. 








VIRGINIA 
March 1 
Certified motor carriers’ property tax re- 
turn. 


Corporations’ annual registration fee due. 

Franchise tax due. 

Insurance companies’ premiums tax re- 
turn due. 


March 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 


March 15—— 
Gift tax and return due. 


March 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
due. 
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March 31—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
March 1 
Insurance gross premiums tax due. 
March 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
March 15—— 
Butter substitutes report and 
due. 
Gift tax and return due. 
Gross income tax return and payment 
due. 
Public utilities’ gross operating tax re- 
port and payment due. 
Public utilities’ property tax return due. 
Sales tax report and payment due. 
Seattle occupation tax report and pay- 
ment due. 
Use tax report and payment due. 





payment 


Vancouver occupation tax report and 
payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
March 20—— 


Use fuel tax report and payment due. 
March 25—— 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 


WEST VIRGINIA 

March 1 

Insurance companies’ premiums tax re- 
port and payment due. 





March 10—— 
A »holic beverage tax report and pay- 
ment due. 
March 15—— 
Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 
March 30—— 
Gasoline tax report and payment due. 





Profit-Sharing Plan Taxable at Death 


The designation by an employee of a beneficiary of his interest in a profit- 


WISCONSIN 
March 1 


Electric cooperative associations’ tax re- 
port due. 


Insurance companies’ premiums tax re- 
port and payment due. 
Telephone companies’ gross receipts re- 
port and tax due. 
March 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
March 15—— 


Income tax return, information return 
and first installment due. 


Privilege dividend tax report and pay- 
ment for corporations on calendar year 
basis due. 


March 20—— 
Gasoline tax report and payment due. 


March 31 
Common and contract motor earrier re- 
port due. 








WYOMING 





March 1 
Express companies’ gross receipts tax re- 
port due. 
Insurance companies’ premiums tax re- 
port due (last day). 
Mileage statement of car companies due. 
Mileage statement of railroads due. 
March 10—— 
Carriers’ gasoline tax report due. 
March 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
March 30-—— 
Insurance companies premiums tax due 
(last day). 





sharing plan is not the exercise of a power of appointment, according to a Penn- 


sylvania Orphans’ Court decision. 


Hence, such interest is not excludable from 


the employee’s taxable estate as passing by reason of the exercise of a power by 


the employee. 


The interest here consisted of stock deposited to his credit by 
his employer and of cash deposited by him. 


The court pointed out that a power of appointment is a right given to one, 


who is not the owner of property, to dispose of it. 


to decedent, who had rights of withdrawal during his lifetime. 
It is held that the transfer is taxable as one to take effect at death.—Estate of 
H. J. Dorsey, CCH INHERITANCE EstaATE AND Girt TAx REPorts { 16,503. 
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